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TAXATION OF THE INCOME OF LIFE INSURANCE 
COMPANIES 


MONDAY, NOVEMBER 17, 1958 


Housk OF REPRESENTATIVES, 
SuncomMMITreE ON INTERNAL REVENUE TAXATION 
OF THE ComMITIEE ON Ways AND Means, 
Washington, D.C. 

The subcommittee met at 10 a. m., pursuant to notice, in the hear- 
ing room of the Committee on Ways and Means, New House Office 
Building, Hon. Wilbur D. Mills (chairman) presiding. 

The Cuamman. The subcommittee will please come to order. 

These public hearings have been called to deal with the taxation 
of the income of life-insurance companies for 1958 and future years. 
It is the firm intention to use this opportunity to reach a permanent 
solution of the problems of the taxation of life-insurance companies. 

To this end, the Committee on Ways and Means will require testi- 
mony from the witnesses directed in specific terms at available alterna- 
tives. It may be taken for granted that the committee is aware of 
the important social function of life-insurance companies; that it is 
aware of the peculiar business risks involved in life-insurance con- 
tracts; and, finally, that the committee is aware of the importance 
of imposing a tax on life-insurance companies which is consistent in 
substance, if not in exact form, with the tax on other business organi- 
zations. 

Testimony will only be helpful to the extent that it relates these 
objectives to specific provisions of possible tax formulas. 

It is the fundamental intention of the committee to reach a tax 
based upon the ability to pay. This tax, whether it is based on invest- 
ment incomes or whether it is based on the total-income approach, must 
have a sound, logical basis. 

The Chair desires to make it clear that he does not propose to 
recommend extending the 1955 stopgap law to 1958 income. The 
commitment on the 1955 stopgap was to use it as an interim device 
until the Treasury developed positive recommendations. I under- 
stand that the Treasury is prepared now with definite proposals. 
The Chair expects that out of these proposals we can develop a perma- 
nent formula. If we should not do so, then, as provided by present 
law, the tax will be as determined under the 1952 formula. 

At this point, without objection, I will insert in the hearings : 
copy of the press release which was issued on September 16, 1958, 
announcing these hearings, which includes a copy of the letter of the 
Treasury Department. 

Also, without objection, following these documents I will insert a 
copy of H. R. 18707, a bill which was introduced in the closing days 


1 








2 TAXATION OF THE INCOME OF LIFE INSURANCE COMPANIES 


of the 85th Congress and which may be the subject of testimony during 
the course of these hearings. 
(The documents referred to follow :) 


COMMITTEE ON WAYS AND MEANS, 
SUBCOMMITTEE ON INTERNAL REVENUE TAXATION, 
Washington, D. C., September 16, 1958. 


CHAIRMAN WILBUR D. MILLS, COMMITTEE ON WAYS AND MEANS, HOUSE OF REP- 
RESENTATIVES, ANNOUNCES PUBLIC HEARINGS ON THE SUBJECT OF TAXATION OF 
LirE-INSURANCE CoMpPANIES To Be HELD BY THE SUBCOMMITTEE ON INTERNAL 
REVENUE TAXATION 


Representative Wilbur D. Mills (Democrat, of Arkansas), chairman of the 
Committee on Ways and Means and chairman of the Subcommittee on Internal 
Revenue Taxation of the Committee on Ways and Means, House of Represent- 
atives, today announced that the Subcommittee on Internal Revenue Taxation 
will conduct public hearings on the subject of taxation of life insurance com- 
panies beginning Monday, November 17, 1958. 

Chairman Mills recalled that in the 2d session of the 85th Congress action 
was taken to provide that the 1955 formula for taxing income of life-insurance 
companies should apply to taxable years beginning in 1957. This legislation 
is temporary, and it will be necessary for the Congress to consider the proper 
method of taxation for the taxable year 1958 and subsequent years. 

Chairman Mills emphasized that the hearings will cover all aspects of the 
subject of taxation of life-insurance companies with a view toward eliciting 
information to serve as a basis for the development of permanent legislation 
on the subject. He recalled that a subcommittee of the Committee on Ways 
and Means conducted studies in 1949 and recommended temporary legislation, 
termed the 1950 formula, which was applied to 1949 and 1950 income of insur- 
ance companies, and that in 1951 further temporary legislation was enacted, 
which legislation was extended from year to year through 1954. In the fall of 
1954, further studies and hearings were conducted by a subcommittee leading 
to the adoption of the present formula, which formula has been applied to each 
of the taxable years since 1955. 

Chairman Mills referred to the letter of the Honorable Robert B. Anderson, 
Secretary of the Treasury, to Chairman Byrd, of the Senate Finance Committee, 
and himself, dated April 10, 1958, wherein Secretary Anderson set forth certain 
views of the Department of the Treasury relative to the development of a per- 
manent formula for the taxation of life-insurance companies. (A copy of Sec- 
retary Anderson’s letter is attached.) 

Chairman Mills stated that witnesses are invited to comment on the views 
of the Treasury Department as set forth in Secretary Anderson’s letter in 
addition to providing the subcommittee with the benefit of any recommendations 
and suggestions which they may have as to the most feasible and equitable 
permanent formula for the taxation of life-insurance companies. Chairman Mills 
emphasized that the purpose of the hearings is to elicit information concerning 
the feasibility of and the most desirable formula for the taxation of life- 
insurance companies on a total-income approach, as well as eliciting informa- 
tion concerning possible improvements in or alternatives to formulas based on 
the investment income of life-insurance companies. 

In the interest of a more effective presentation and of conserving the time 
of witnesses and the subcommittee, it is suggested that those persons, com- 
panies, and organizations with a similar interest designate one spokesman to 
present their views. Secretary Anderson will be invited to testify as the first 
witness before the subcommittee. 

Persons desiring to appear and testify orally should notify the clerk of the 
committee, room 1102, New House Office Building, Washington, D. C., as early 
as possible and in any event not later than October 31, 1958. Persons who are 
to apnear are requested to submit 60 copies of their prepared statement 24 hours 
in advance of their scheduled appearance. If a witness desires to also make 
available copies of his statement for the press and the interested public, at least 
35 additional copies should be submitted for this purpose by the date of his 
appearance. Requests to be heard should specify the name and address of 
the witness and the group or organization he represents, if any, with an esti- 
mate of the approximate amount of time needed to present the oral testimony. 
Witnesses are requested to include along with their prepared statement, if 
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possible, a Summary statement confined to the salient points included in the full 
statement. Witnesses will be notified as soon as possible after the cutoff date 
as to the date of their scheduled appearance. 

Those persons and organizations who do not desire to testify orally but who 
wish to make their views of record may submit three copies of their statement 
to the clerk not later than November 21, 1958, for inclusion in the printed record 
of the hearing. If feasible, an additional 60 copies of such written statements, 
in lieu of personal appearances, should be provided for the use of the sub- 
committee members and the congressional and Treasury Department staffs. At 
least 35 additional copies should be submitted if it is desired that copies be 
furnished to the press and the interested public. 

The following are the members of the Subcommittee on Internal Revenue 
Taxation: Wilbur D. Mills, Arkansas, chairman; Noble J. Gregory, Kentucky ; 
Thomas J. O’Brien, Illinois; Frank Ikard, Texas; Richard M. Simpson, Penn- 
sylvania; Robert W. Kean, New Jersey; Howard H. Baker, Tennessee. 


Aprit 10, 1958. 


My Dear Mr. CHAIRMAN: In our letter to you of January 10 concerning tempo- 
rary legislation for the taxation of life insurance companies, the Treasury indi- 
eated that it would propose a method for more permanent legislation in this 
field. In accordance with this and subsequent statements made in the public 
hearings of the House Ways and Means Committee on various tax legislative 
matters January 16, and before the Senate Finance Committee on the stopgap 
extension legislation March 5, there are submitted for your consideration sug- 
gested approaches to the taxation of life insurance companies. 

In developing these recommendations for a more permanent basis of taxation, 
we have approached the task with full recognition of the difficulties in this com- 
plicated area, which stem in part from the complex nature of the life-insurance 
business as conducted on the level premium basis. We are also aware of the 
fact that we are dealing with institutions which are the custodians of the life- 
insurance protection and savings of millions of American families. 

The problem of developing a satisfactory long-range basis of taxation for 
the life-insurance industry is not a new one. The problem has resisted solu- 
tion since 1947 when the then applicable formula, adopted in 1942, resulted in 
no tax whatsoever on the life-insurance business, and was replaced by a series of 
stopgap formulas. You are familiar with the resulting extensive legislative 
history in this area and the long study which has been given to the question by 
your committee and the Congress over these years. 

A subcommitee of the Ways and Means Commitee on the taxation of life 
insurance companies was established in 1949 which conducted studies and recom- 
mended stopgap legislation, deferring a permanent solution of the problem to a 
later date. The temporary legislation subsequently adopted, termed the “1950 
formula,’ was applied only to 1949 and 1950 income. 

In 1951 further stopgap legislation was enacted, converting the reserve and 
other policy liability deduction under the 1950 formula into a reduced rate of 
tax on net investment income without deduction for required interest. The 1951 
method was extended from year to year through 1954. 

Late in 1954 extensive studies and hearings were conducted by a subcommittee 
of the Ways and Means Committee, leading to the adoption of the present law. 
This provided a reserve and other policy liability deduction of 87% percent on 
the first $1 million of net investment income and 85 percent on net investment 
income in excess of $1 million. The 1955 law also provided certain structural 
improvements, including a broadening of the net investment income base, the 
correction of certain abuses, and a more adequate treatment of the health and 
accident busines of life insurance companies, 

The 1955 formula was originally made applicable to 1955 income only, subject 
to the provision that the 1942 formula would reapply automatically in any year 
if there were not an extension. The 1955 formula was subsequently extended 
to 1956 and more recently to 1957 income. 

The Treasury has reviewed carefully the facts, issues, and alternative ap- 
proaches developed in the course of these past deliberations. You are cognizant 
of the staff work which the Department has conducted cooperatively with the 
congressional tax staffs, and for a considerable period in 1955 and 1956 in con- 
Sultation with a group of distinguished actuaries whose services were made 
available by the life insurance industry to the Treasury. While the technical 
assistance of these actuaries has been invaluable to our work, they do not, of 
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course, have any responsibility for the policy suggestions which have been devel- 
oped from it. 

On the basis of our review and study, it seems evident that there are certain 
inadequacies in the present method of taxing life insurance companies. The 
present method does not recognize sources of net income other than investment 
income. Furthermore, it utilizes an averaging system, whereby the net taxable 
income of a life insurance company is measured by reference to an arbitrary or 
industrywide standard of interest deductions, not by the actual experience and 
requirements of the individual company. 

Two possible solutions are presented herewith. The method of taxation to 
which it is suggested the committee give first consideration would provide a long- 
range basis of taxation for life insurance companies bringing their taxable in- 
come concept into closer conformity with that of other corporate business. Such 
a concept should be designed to reflect, to the fullest extent practicable, the full 
net earnings of life insurance companies. It should at the same time provide 
comprehensive deductions for all expenses, interest, and reserve requirements, 
and all amounts paid or made available to policyholders. 

We suggest that the starting point for measuring the net earnings should be 
the figure for “Net gain from operations after dividends to policyholders” which 
appears in each company’s annual statement to the State insurance departments 
and which summarizes the operating results for the year. This figure is based 
on carefully developed life insurance accounting practices which have general 
acceptance in the industry. Adjustments, such as those for tax-exempt interest, 
Federal income taxes paid, and depreciation on the insurance business property 
account, would conform it with general rules for computing taxable income. 

The resulting tax base would include the margin of investment income above 
amounts needed on policy reserves, gain from better than assumed mortality ex- 
perience, and profit arising from the difference between the expense “loading” 
portion of premiums and actual expenses. Deductions would be allowed for all 
dividends paid to policyholders and amounts added to policy reserves. 

Under this suggested method, life insurance companies would be entitled to 
net operating loss carryovers. To assure the best possible long-range meas- 
urement of life-insurance company earnings and to preclude taxing annual 
amounts which are not true net earnings because of uneven experience, a longer 
loss carryback provision should be provided for life-insurance companies than 
for other corporations, ranging up to 10 or 20 years. 

Consideration may also need to be given to some kind of special allowance 
or relief feature for small and new companies. Such a provision might be 
designed to recognize the special problems of the growing company. For example, 
a deduction might be allowed of 50 percent, or some other fraction, of amounts 
up to some specified amount retained by a company as contingency reserves for 
the protection of policyholders. 

Provision should be made for a gradual transition to the new method over 
a 3- to 5-year period. During this transition, the tax would be computed as ¢ 
weighted average of the tax under the new method and the tax under the present 
stopgap method, with gradually increasing weight to the new method. 

The taxation of life-insurance companies inevitably raises the question of its 
possible impact on policyholder savings, benefits, and insurance costs. The tax 
base discussed above would exclude all amounts paid to, or set aside irrevocably 
for the benefit of any policyholder or group of policyholders. It would exempt 
additions to policy reserves including interest thereon; all cash insurance benefits 
made available to policyholders or their beneficiaries; and all policy dividends 
or similar rebates paid or refunded to policyholders. 

In our studies and discussions with the consultants made available by the life- 
insurance industry, we have given attention to possible adjustments in policy 
reserves and related items for tax purposes. The objective of such adjustments 
would be to take account of, or in some cases to neutralize, the effect of different 
methods of reserve valuation, varying reserve interest assumptions, past and 
future reserve strengthening operations, and certain other factors. 

We believe that there is substantial merit in an adjustment for companies 
with reserves based on a preliminary term method of valution. Such an adjust- 
ment would compensate for the fact that in the case of a company using a pre- 
liminary term method the addition to reserves on new business in the first 
policy year is substantially smaller than for a company which uses the net 
level premium valuation method. 

Another adjustment which appears to deserve favorable consideration is one 
which would take account of deficiency reserves in existence on the effective 
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date of the suggested plan. These particular reserves may be considered equiva- 
lent to an allocation of previously accumulated surplus, and in this light their 
recovery back into surplus would not constitute current earnings which should 
be subject to tax. 

At this time we have no recommendations for or against other specific re- 
serve adjustments. We recognize, however, that other possible refinements and 
modifications, including contingency reserves, adjustments for reserve strength- 
ening, and special allowances for some segment of surplus, merit further review 
in the light of the expert views and comments of members of the life insurance 
industry which will be made available in the course of your future deliberations, 
However, every departure from the allowance for policy reserves used in deter- 
mining the net gain from operations reported in the annual statement to the 
State insurance departments would represent a complication which could be 
justified only by persuasive equity and technical considerations. 

The Treasury is fully aware that problems exist with respect to the plan just 
discussed. It will, of course, increase the tax paid by some companies, just as it 
will relieve others, resulting in shifts in burden as compared with the present 
stopgap method. This is inevitable in a change from a tax based on an industry- 
wide formula to a tax based on the income of individual companies. Another 
problem is that the suggested method may result in a changed approach to pol- 
icy reserves in order to reduce or eliminate tax. 

We do not minimize the difficulties which your committee may encounter in its 
evaluation of the plan. Accordingly, you may wish to consider an alternative 
more in line with the present method of taxation of life-insurance companies 
which will nevertheless make tangible improvements. 

In this event, we suggest that you consider modification of the present law 
which will increase the portion of investment income subject to tax to accord 
more closely with the prevailing margin of investment income above required 
interest for policyholders, which margin is now about 30 percent for the industry 
as a whole. Such a revised formula should not only bring the deduction for in- 
terest needs into closer line with the current situation, but should also be re- 
sponsive to future changes in industry conditions from year to year. Considera- 
tion should be given to a further refinement of the present type of special interest 
deduction for companies with substantially less than the average margin of 
investment income. 

A second modification of the present formula which the committee might 
consider is one which would assure a more reasonable tax on those companies 
with relatively small amounts of investment income and substantial earnings 
from insurance or underwriting sources, now entirely exempt from taxation. It 
is suggested that this might be made effective by means of a minimum tax pro- 
vision, which would require that the tax should not be less than the liability 
computed at regular corporate tax rates on a specified proportion of the net 
gain from operations after policy dividends. 

Whatever tax formula is applied to the ordinary income of life insurance com- 
panies, their capital gains and losses should no longer be disregarded for tax 
purposes. 

A fair and more lasting method of taxing life insurance companies to replace 
the series of temporary formulas will fulfill a longstanding need in our tax 
structure. 

Sincerely yours, 
Rosert B. ANDERSON, 
Secretary of the Treasury. 
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[H. R. 13707, 85th Cong., 2d sess.] 
A BILL Relating to the taxation of income of mutual life insurance companies 


Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That this Act may be cited as the “Mutual 
Life Insurance Company Tax Act of 1958.” 


SEC. 2. FORMULA FOR TAXING INCOME OF MUTUAL LIFE INSURANCE COMPANIES. 

Part I of subchapter L of chapter 1 of the Internal Revenue Code of 1954 is 
hereby amended by redesignating subpart C thereof as subpart E, and adding 
new subparts Cand D to read as follows: 


“Subpart C—Mutual Life Insurance Companies 


“Sec. 809. Definition of mutual life insurance company. 
“See. 810. Tax imposed. 

“Sec. 811. Income and deductions. 

“See. 812. Additional fund for protection of policyholders. 
“Sec. 813. Tax for years 1958 to 1961. 


“SEC. 809. DEFINITION OF MUTUAL LIFE INSURANCE COMPANY. 

“For purposes of this part, the term ‘mutual life insurance company’ means a 
life insurance company (as defined in section 801 (a)) which has no capital 
stock represented by shares. 

“SEC. 810. TAX IMPOSED. 


“(a) Tax Imposep.—A tax is hereby imposed for each taxable year beginning 
after December 31, 1957, on the income of every mutual life insurance company. 
Except as provided in section 813 (relating to tax for the years 1958 to 1961), 
such tax shall consist of a normal tax (computed under section 11 (b)) anda 
surtax (computed under section 11 (c)) on the mutual life insurance company 
taxable income (as defined in subsection (c) ). 

“(b) ALTERNATIVE TAax.—In no case shall the tax imposed by subsection (a) 
be less than the alternative tax computed in the manner provided by subpart D 
(sec. 815 and following), except that in the case of a taxpayer described in 
section 811 (b) (3) (C) the tax imposed by subsection (a) shall be the lesser of— 

“(1) the tax computed in the manner provided by this subpart, and 

“(2) the alternative tax computed in the manner provided by subpart D. 

“(e) MuTuAL LIFE INSURANCE COMPANY TAXABLE INCOME DEFINED.—For pur- 
poses of this subpart, the term ‘mutual life insurance company taxable income’ 
means the net operating income (as defined in subsection (d)), adjusted as 
provided in section 812. 

“(d) For purposes of this subpart, the term ‘net operating income’ means— 

“(1) the gross income (as defined in section 811 (a) ), less 

“(2) the deductions allowed by section 811 (b). 

“(e) MerHop or AccouNnTING.—Mutual life insurance company taxable in- 
come shail be computed on an accrual basis consistent with the basis used in 
developing the summary of operations as set forth in the annual statement. form 
promulgated by the National Association of Insurance Commissioners. 

“SEC. 811. INCOME AND DEDUCTIONS. 

“(a) Gross IncOME DeFINED.—For purposes of this subpart, the term ‘gross 
income’ means the sum of— 

“(1) the net investment income (computed under section 803, without the 
limitation provided in subsection (c) (2) (B) thereof), 

“(2) the net premiums (as defined in subsection (d) (1)), less dividends 
to policyholders (as defined in subsection (d) ), 

“(3) gains from the sale or other disposition of property, computed in 
the manner provided in subchapter O (sec. 1001 and following), 

“(4) all other items of gross income described in section 61 not excluded 
by part III of subchapter B (sec. 101 and following), and 

“(5) the net decrease during the taxable year in each of the items de- 
scribed in subsection (c). 

“(b) DeEpuctions.—For purposes of computing the net operating income under 
section 810 (d), there shall be allowed as deductions— 

“(1) all claims, losses, and benefits paid or accrued within the taxable 
year arising from insurance and annuity contracts (including contracts 
supplementary thereto), 

“(2) allinterest paid (as defined in section 805 (d)), 
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“(3) the net operating loss deduction described in section 172, except 
that— 

“(A) no net operating loss shall be carried back to a taxable year 
beginning before January 1, 1958, 

“(B) a net operating loss carryback shall be allowed to each of the 
20 taxable years (beginning after December 31, 1957) preceding the 
taxable year of such loss, and 

“(C) in the case of a taxpayer first engaged in the business of a life 
insurance company (as defined in section 801 (a)) not more than 20 
years prior to the beginning of the taxable year, a net operating loss 
carryover shall be allowed to— 

(i) each of the taxable years following the taxable year of such 
loss which begins not more than 20 years after the taxpayer first 
engaged in such business, but in no event to less than 

“(ii) each of the 5 taxable years following the taxable year of 
such loss, 

“(4) all other items specified in part VI of subchapter B (sec. 161 and 
following), 

““(5) the items specified in part VIII of subchapter B (sec. 241 and 
following), except that the total of the deductions provided in sections 243, 
244, and 245 (relating to dividends received) shall not exceed an amount 
which bears the same ratio to the total of such deductions as the excess of— 

“(i) the mean of the taxpayer’s total assets at the beginning and 
end of the taxable year over 

“(ii) the qualified reserves (as defined in section 804 (c) ) 

bears to such total assets, 

“(6) the deduction described in section 404 (relating to contributions to 
an employee’s trust or annuity plan and compensation under a deferred- 
payment plan), 

“(7) the lesser of 

“(A) one dollar for each one thousand dollars of the amount of life 
insurance in force under individual and group contracts of life insurance, 
or 

“(B) $50,000, 

“(8) for each of the taxable years beginning after December 31, 1957, 
and before January 1, 1983, two-tenths of 1 percent of an amount equal to 
the sum of so much of 

“(A) the life insurance reserves (as defined in section 801 (b)), 

“(B) the amounts described in paragraphs (3), (5), and (6) of sec- 
tion 804 (c), 

as relate to individual nonparticipating life insurance contracts, and 

“(9) the net increase during the taxable year in each of the items 

described in subsection (c). 
“*(c) RESERVES, Etc.— 

“(1) IN @GENERAL.—The items to which subsections (a) (5) and (b) (9) 
refer are as follows: 

“(A) The total reserves (as defined in section 801 (c)). For pur- 
poses of this paragraph, the term ‘unpaid losses’ (as used in section 
801 (c) (2)) includes reserves for unpaid claims (whether or not 
ascertained) arising from insurance or annuity contracts. 

“(B) The amounts described in paragraphs (3), (5), and (6) of 
section 804 (c). 

“(C) The amounts held as reserves for payment during the taxable 
year next following as dividends to policyholders (as defined in sub- 
section (d) ). 

“(2) SPECIAL RULES.— 

“(A) With respect to contracts issued during the taxable year for 
which life insurance reserves (as defined in section 801 (b)) are 
computed on a preliminary term basis, the taxpayer may elect to 
determine the amount of the item described in paragraph (1) (A) 
as if the reserves for such contracts had been computed, with the 
same mortality and interest assumptions, on a net level premium basis. 
After such election has become effective, the method of computation 
so elected shall not be changed for a subsequent taxable year with 
respect to such contracts. 

“(B) In determining the amount of any item described in sub- 
paragraphs (A) and (B) of paragraph (1), 
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“(i) there shall be taken into account only one-tenth of any 
decrease or increase therein resulting from a change during the 
taxable year in the mortality or interest assumptions on the basis 
of which the amount of such item had been computed for the tax- 
able year immediately preceding with respect to contracts issued 
before the taxable year, and 

“(ii) one-tenth of such decrease shall be deducted, and one-tenth 
of such increase shall be added, in determining such item for each 
of the nine taxable years next following. 

“(C) In determining the amount of the item described in paragraph 
(1) (A), there shall be disregarded any decrease therein (other than 
a decrease resulting from a change described in paragraph (2) (B) (i)) 
resulting from a decrease during the taxable year in deficiency reserves 
for contracts issued prior to January 1, 1958, to the extent that such 
decrease does not cause the aggregate of such decreases during all prior 
taxable years beginning aiter December 31, 1957, to exceed the amount 
of such deficiency reserves on December 31, 1957. For purposes of this 
subparagraph, the term ‘deficiency reserves’ means any excess of— 

“(i) such life insurance reserves (as defined in section 801 (b)) 
as are required by law to be set aside to mature or liquidate future 
unacerued claims arising from life insurance or annuity contracts 
(or contracts arising out of life insurance or annuity contracts) 
over 

“(ii) what the amount of the life insurance reserves described 
in clause (i) would have been had they been computed on the basis 
of the gross premium or other consideration for such contracts. 

“(D) Amounts set aside, before the sixteenth day of the third month 
next following the close of the taxable year, for payment as dividends 
to policyholders (as defined in subsection (d)) during the taxable year 
next following the close of the taxable year, shall be included in the 
item described in paragraph (1) (C). 

“(d) OrHerR DEFINITIONS.—For purposes of this subpart— 

“(1) Net PREMIUMS.—The term ‘net premiums’ means gross premiums 
and other consideration (including deposits, fees, and assessments) for 
insurance and annuity contracts (including consideration for contracts sup- 
plementary thereto) less return premiums and premiums paid or incurred 
for reinsurance. Amounts returned where the amount is not fixed in the 
insurance or annuity contract but depends on the experience of the company 
or the discretion of the management shall not be included in return premiums 
but shall be treated as dividends to policyholders under paragraph (2). 

(2) DIVIDENDS TO POLICYHOLDERS.—The term ‘dividends to policyholders’ 
means dividends and similar distributions (including rate credits) to policy- 
holders with respect to insurance and annuity contracts (including contracts 
supplementary thereto) other than amounts guaranteed by the insurance 
company. 

“(3) INSURANCE IN FoRCcE.—The term ‘amount of life insurance in force’ 
means the face amount (less any portion reinsured) payable on death or prior 
maturity under a life insurance contract, including paid-up additions thereto 
resulting from application of dividends to policyholders (as defined in para- 
graph (2)) as provided in such contract, but shall not include the amount of 
additional benefits payable in the event of death by accident or accidental 
means. 

**(4) NONPARTICIPATING INSURANCE.—The term ‘nonparticipating’, when 
used with reference to an insurance or annuity contract, or a contract supple- 
mentary thereto, means a contract which does not (by its terms or binding 
declaration of the insurance company) provide for dividends to policyholders 
(as defined in subsection (d) ). 

“(e) CAPITAL GAINS AND Losses.-—For purposes of section 1201 (a) (relating 
to alternative tax on capital gains of corporations) 

(1) in the case of property acquired before January 1, 1958, which is a 
capital asset (as defined in section 1221), if the basis otherwise determined 
under subchapter O (sec. 1001 and following), adjusted (for the period 
before January 1, 1958) as provided in section 1016, is less than the fair 
market value of the property as of January 1, 1958, then the basis for deter- 
mining gain shall be such fair market value; and 

“(2) if the losses of the taxable year from the sales and exchanges of 
capital assets exceed the gains of the taxable year from such sales or ex 
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changes, no such sale or exchange shall be considered a sale or exchange of 
a capital asset. 
“SEC, 812. ADDITIONAL FUND FOR PROTECTION OF POLICYHOLDERS. 

“(a) IN GENERAL.—For purposes of computing the mutual life insurance com- 
pany taxable income, and without regard to section 819 (relating to items of 
income and deductions), the net operating income (as defined in section 810 (d) ) 
shall be adjusted by adding thereto an amount computed on the basis of the net 
decrease, or reducing it by an amount computed on the basis of the net increase, 
during the taxable year in each of the items described in subsection (b), to the 
extent provided by such subsection. 

“(b) CHANGES IN RESERVES, ETC.—The items to which subsection (a) refers, 
and the extent to which they are to be taken into account, are as follows: 

“(1) 3 percent of the decrease or increase in each of— 

“(A) the life insurance reserves (as defiaed in section 801 (b)), 

“(B) the amounts described in paragraphs (38), (5) and (6) of 
section 804 (c), and 

“(C) the reserves for unpaid claims (whether or not ascertained) 
arising from insurance contracts, other than reserves included in life 
insurance reserves. 

“(2) In addition to the amount of the item described in paragraph (1), 
1 percent of the decrease or increase in each of such life insurance reserves 
(as defined in section 801 (b)) as relate to— 

“(A) individual nonparticipating life insurance contracts, 

“(i8) individual annuity contracts, and 

“(C) contracts arising out of insurance or annuity contracts which, 
at the time with respect to which the reserve is computed, involve life 
contingencies. 

“(3) Two dollars for each one thousand dollars of the decrease or increase 
in the amount of life insurance in force under individual and group contracts 
of life insurance. 

“(4) In addition to the amount of the item described in paragraph (3), 
one dollar and seventy-five cents for each one thousand dollars of the 
decrease or increase in the amount of life insurance in force under individual 
nonparticipating life insurance contracts. 

“(5) 80 percent of the decrease or increase in the net premiums (as 
defined in section 811 (d) (1)), less dividends to policyholders (as defined 
in section 811 (d)), 

“(A) for additional benefits under individual life insurance and 
annuity contracts in the event of— 
“(i) disability, or 
“(ii) death by accident, and 
“(B) under individual and group contracts of health and accident 
insurance contracts. 
For purposes of this paragraph, the decrease or increase during the taxable 
year shall be determined on the basis of the difference between the amount 
of the item described in this paragraph for the taxable year and the amount 
of the corresponding item for the taxable year immediately preceding. 

“(6) In addition to the amounts of the items described in paragraphs (1) 
and (2), 2% percent of the decrease or increase in the pension plan reserves 
(as defined in section 816 (b) (2)). 

“(e) SpecrAL Ru_es.—For purposes of this section 

(1) in determining the amount of any item described in paragraphs (1), 
(2), and (6) of subsection (b), there shall not be taken into account any 
decrease or increase therein resulting from a change during the taxable year 
in the mortality or interest assumptions on the basis of which the amount 
of such item had been computed for the taxable year immediately preceding ; 
and 

“(2) any net amount added to the net operating income for the taxable 
year as the result of the adjustments required by this section shall not 
exceed the amount by which- 

“(A) the aggregate net reductions for all prior taxable years after 
December 31, 1957, in the net operating income resulting from the 
adjustments computed under this section exceed 

“(B) the aggregate net additions for all such prior taxable years 
to the net operating income resulting from such adjustments. 
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“SEC. 813. TAX FOR YEARS 1958 TO 1961. 

“For each taxable year beginning after December 31, 1957, and before January 
1, 1962, the tax imposed by section 810 (a) shall consist of a partial tax computed 
(without regard to this section) under subpart C or D, plus a partial tax computed 
in the manner provided in subpart A, as follows: 


| Partial tax as percent of tax 
computed under— 


“For taxable year beginning in— " 
Subpart C | Subpart A 
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“Subpart D—Alternative Tax On Mutual Life Insurance Companies 


“Sec. 815. Alternative Tax. 
“Sec. 816. Special Deduction. 


“SEC. 815. ALTERNATIVE TAX. 

“(a) ALTERNATIVE Tax.—The alternative tax referred to in section 810 (b) 
shall consist of a normal tax (computed under section 11 (b)) and a surtax 
(computed under section 11 (c)) on the sum of— 

“(1) the life insurance taxable income (as defined in subsection (b)), 

“(2) the non-life insurance taxable income (as defined in subsection (d) ), 
and 

“(3) the net capital gain (as defined in section 1222 (9) (A)). 

“(b) Lire INSURANCE TAXABLE INCOME DEFINED.—F or purposes of this subpart, 
the term ‘life insurance taxable income’ means the net investment income (as 
defined in section 803) minus the sum of— 

“(1) the net investment income allocable to non-life-insurance reserves 
(determined under section 804 (d)), 

““(2) the special deduction allowed by section 816, and 

“(3) the special interest deduction, if any, allowed by section 805. 

“(c) DepucTION FoR PARTIALLE T'Ax-EXEMPT INTEREST.—For purposes of com- 
puting the normal tax under subsection (a), there shall be allowed as a deduction 
an amount which bears the same ratio to the amount of the deduction provided 
by section 242 for partially tax-exempt interest as the sum of— 

“(1) the life insurance taxable income, and 
“(2) the net investment income allocable to non-life-insurance reserves 
(determined under section 804 (d)) bears to the net investment income. 

“(d) Non-Lire-INSURANCE TAXABLE INCOME DEFINED.—For purposes of this 
section, the term ‘non-life-insurance taxable income’ means the net investment 
income allocable to non-life-insurance reserves (determined under section 804 
(d)) decreased by an amount which bears the same ratio to the total of the 
deductions provided in sections 248, 244, and 245 as the non-life-insurance 
reserves bear to the qualified reserves. 

“(e) Net CapiITraL Losses.—A net capital loss for any taxable year beginning 
before January 1, 1958, shall be taken into account only to the extent provided 
in section 802 (e). 

“SEC. 816. SPECIAL DEDUCTION. 
“(a) GENERAL RULE—For purposes of this subpart the special deduction 
referred to in section 815 (b) (2) means the sum of the following: 
“(1) 100 percent of the sum of— 
“(A) the net investment income, and 
“(B) the net capital gain 
allocable to pension and profit-sharing plan reserves (determined under 
subsection (b)) and to reserves for annuity contracts and deposits (deter- 
mined under subsection (c)), and 
“(2) the sum of— 
“(A) 87% percent of the first $1,000,000, plus 
“(B) 85 percent of the remainder of— 
the amount by which the sum of the net investment income and the net 
capital gain exceeds the sum of— 
“(A) the amount determined under paragraph (1), and 
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“(B) the amount of the net investment income allocable to non-life- 
insurance reserves (determined under section 804 (d)). 

“(b) ALLOCATION oF Net INVESTMENT INCOME, ETO., TO PENSION AND PROFIT- 
SHARING PLAN RESERVES. 

“(1) ALLOCATION RATIO.—For purposes for this subpart, the amount of the 
net investment income and the net capital gain allocable to pension and 
profit-sharing plan reserves is that amount which bears the same ratio to 
the sum of the net investment income and the net capital gain as such 
reserves bear to the qualified reserves (as defined in section 804 (c)). 

(2) PENSION AND PROFIT-SHARING PLAN RESERVES DEFINED.—For purposes 
of this section, the term “pension and profit-sharing plan reserves” means 
that portion of the qualified reserves which is allocable to contracts— 

“(A) purchased under contracts entered into with trusts which (as 
of the time the contracts were entered into) were deemed to be (i) 
trusts described in section 401 (a) and exempt from tax under section 
501 (a), or (ii) trusts exempt from tax under section 165 of the Inter- 
nal Revenue Code of 1939 or the corresponding provisions of prior 
revenue laws; 

“(B) purchased under contracts entered into under plans which 
(as of the time the contracts were entered into) were deemed to be 
plans meeting the requirements of section 401 (a) (3), (4), (5), and 
(6), or the requirements of section 165 (a) (8), (4), (5), and (6) of 
the Internal Revenue Code of 1939; or 

“(C) provided for employees of the insurance company under a plan 
which, for the taxable year, meets the requirements of section 401 (a) 
(3), (4), (5), and (6). 

“(¢) ALLOCATION OF NET INVESTMENT INCOME, ETC., TO RESERVES FOR ANNUITY 
CONTRACTS AND DEPOSITS.— 

“(1) ALLOCATION RATIO.—For purposes of this subpart, the amount of the 
net investment income and the net capital gain allocable to reserves for 
annuity contracts and deposits is that amount which bears the same ratio 
to the sum of the net investment income and the net capital gain as such 
reserves bear to the qualified reserves (as defined in section 804 (c)). 

(2) RESERVES FOR ANNUITY CONTRACTS AND DEPOSITS.— 

“(A) IN GENERAL.—For purposes of this subpart, the amount of the 
reserves for annuity contracts and deposits in the sum of the following: 

“(i) that portion of the qualified reserves which is allocable to 
annuity contracts ; and 

“(ii) the amounts described in section 804 (c) (5). 

“(B) CERTAIN ITEMS EXCLUDED.—Any item which (but for this sub- 
paragraph) would be within the application of Subparagraph (A) 
shall be excluded from such application— 

“(i) if it is allocable to a pension plan reserve, 

“(ii) if it is an amount described in paragraph (2), (4), or (6) 
of section 804 (c), or 

“(iii) if it is allocable to a contract entered into. before January 
1, 1958, or to a contract the terms of which are dependent on terms 
of a contract entered into before January 1, 1958. This clause shall 
not apply if (as of January 1, 1958) such contract (or the prede- 
cessor contract in effect on such date) provided for participation 
in surplus earnings of the insurance company. 

“(3) ANNUITY CONTRACT DEFINED.—For purposes of paragraph (2) (A) 
(i), the term ‘annuity contract’ means any agreement (whether arising 
under a life insurance, annuity, or endowment contract, or a contract supple- 
mentary thereto) if (as of the time the computation is being made under 
this subsection )— 

“(A) such agreement provides for payments in installments and 
during the life of one or more annuitants or for a period certain; 

“(B) in case any amount (other than dividends) is payable other 
than as described in subparagraph (A), the value of such amount, com- 
puted as of the earliest time when such amount (or any portion thereof) 
may become payable, cannot exceed the excess of — 

“(i) the sum of the consideration theretofore paid for such 
agreement (or the amount otherwise invested in such agreement) 
plus accrued interest, over 

“(ii) the aggregate of the amounts (other than dividends) there- 
tofore received under such agreement; and 
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“(C) in the case of an agreement arising under a life insurance or 
endowment contract, or a contract supplementary thereto, payments 
described in subparagraph (a) have become due and payable under such 
agreement. 

In applying the provision described in subparagraph (B), any amount paid 
or payable under such agreement which is attributable to the fact that 
payments thereunder may vary in accordance with investment experience, 
cost of living indexes, fluctuations in the currency in which such payments 
are to be made, or similar fluctuating criteria, shall be disregarded.” 


SEC. 3. DEFINITION OF LIFE INSURANCE RESERVES. 


Section 801 (b) of the Internal Revenue Code of 1954 is hereby amended by 
adding at the end thereof a new paragraph to read as follows: 

(5) NONCANCELLABLE HEALTH AND ACCIDENT INSURANCE.—For purposes of 
this part, contracts of health and accident insurance which are guaranteed 
renewable for life, or to a specified age not lower than age 60, and do not 
reserve to the issuing insurance company the right to change the premiums 
other than on a class basis according to the insured’s age and risk Classifica- 
tion on the date of issue, shall be considered to be noncancellable health and 
accident insurance contracts.” 


SEC. 4. ITEMS OF INCOME AND DEDUCTIONS. 


Section 817 of the Internal Revenue Code of 1954 is hereby renumbered as 
section 819 and amended to read as follows: 


“SEC. 819. ITEMS OF INCOME AND DEDUCTIONS. 


“Nothing in this part shall permit the same item to be deducted more than 
once or require the same item to be included in income more than once.” 


SEC. 5. FOREIGN LIFE INSURANCE COMPANIES. 


Section 816 of the Internal Revenue Code of 1954 is hereby renumbered as 
section 818 and amended by adding at the end thereof the following new sub- 
section : 

““(c) Capriran GAINS AND LossEs.—Section 811 (e) (2) shall not apply to a 
foreign life insurance company taxable in the manner provided by subsection 
(a).” 


SEC. 6. CREDIT FOR FOREIGN TAXES. 


Section 841 of the Internal Revenue Code of 1954 is hereby amended to read 
as follows: 


“SEC. 841. CREDIT FOR FOREIGN TAXES. 


“(a) In GeNERAL.—The taxes imposed by foreign countries or possessions of 
the United States shall be allowed as a credit against the tax of a domestic 
insurance company subject to the tax imposed by section 802, 806, 810, $21, or 
831, to the extent provided in the case of a domestic corporation in section 901 
(relating to foreign tax credit). 

“(b) DeEFINITIONS.—For purposes of subsection (a)— 

“(1) the term ‘taxable income’ as used in section 904 means— 
“(A) in the case of the tax imposed by section S02 or 806, or computed 
under subpart D, the net investment income (as defined in section 803), 
“(B) in the case of the tax imposed by section 810, the mutual life 
insurance company taxable income (as defined in section 810 (c)), and 
“(C) in the case of the tax imposed by section 831, the taxable income 
(as defined in section 832 (a) ) ; and 
(2) a tax imposed by a foreign country or possession of the United 
States (or by a political subdivision of either) upon or measured by 
premiums or considerations for insurance or annuity contracts received by 
a domestic insurance company shall be deemed to be within the meaning 
of the term ‘income, war profits, and excess profits taxes’ as used in section 
901 (b) (1) and section 903.” 

SEC. 7. TECHNICAL AMENDMENTS. 


The following provisions of the Internal Revenue Code of 1954 are hereby 
amended as follows: 
(1) Sections 811, 812, and 813 (relating to the 1942 formula) are re- 
numbered as sections 806, 807, and 808, respectively, and section 811 (so 
renumbered as section 806) is amended by striking out the first sentence 
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after the title in subsection (a) of such section and inserting in lieu thereof 
the following: “tA tax is hereby imposed, on the life insurance company tax- 
able income of every life instrance company (other than a mutual life 
insurance company, as defined in section 809), for each taxable year be- 
ginning after December 31, 1957.” 

(2) Scetion 805 (a) (relating to the special interest deduction) is amended 
by striking out everything after the title and before paragraph (1), and 
inserting in lieu thereof the following: “For purposes of the tax imposed 
by section 802 (and the tax imposed by section 806, or the tax computed 
under subpart D), there shall be allowed a special interest deduction de- 
termined as follows:” 

(3) Section 818 (relating to certain new insurance Companies) is renum- 
bered as section 820 and subsection (a) thereof is amended by striking out 
everything before paragraph (1) of such subsection and inserting in lieu 
thereof the following: 

“(a) GENERAL Rute.—lIf the taxable year of a taxpayer other than a mutual 
life insurance company (as defined in section 809) begins not more than 9 years 
after the first day on which the taxpayer was authorized to do business as an 
insurance company, then—” 

(4) Section 804 (b) (3) (A) and section 811 (b) (1) are amended by 
striking out “812” and inserting in lieu thereof “S07”. 

(5) Section 804 (b) (3) (B) (i), paragraph (38) of section 811 (b), 
paragraphs (1) and (2) of section 811 (c), and the last sentence in section 
812 (a) are amended by striking out “813” and inserting in lieu thereof 
“808”. 

(6) Subparagraphs (A) and (B) (i) of section 804 (b) (3) are amended 
by striking out “S811 (b)” and inserting in lieu thereof “S06 (b)”. 

(7) Section 242 is amended by striking out ‘811” and inserting in lieu 
thereof “806, 810, 815”. 

(8) Section 1201 (a) is amended by inserting “810 (a),” after “802 (a)”. 


SEC. 8 EFFECTIVE DATE. 


The amendments made by this Act shall apply only to taxable years beginning 
after December 31, 1957. 

The Cuarrman. Our first witness this morning will be the Honor- 
able Fred C. Scribner, Jr., Under Secretary of the Treasury, accom- 
panied by the Honorable Dan Throop Smith, Deputy to the Secretary 
of the Treasury, in charge of tax policy, who will present the views 
and recommendations of the Treasury Department on this subject. 

Will you gentlemen please come forward ? 


STATEMENTS OF HON. FRED C. SCRIBNER, JR., UNDER SECRETARY 
OF THE TREASURY; AND HON. DAN THROOP SMITH, DEPUTY 
TO THE SECRETARY, IN CHARGE OF TAX POLICY ; ACCOMPANIED 
BY DAVID A. LINDSAY, ASSISTANT TO THE SECRETARY AND 
HEAD OF THE LEGAL ADVISORY STAFF; RICHARD R. SLITOR, 
ECONOMIST ON THE TAX ANALYSIS STAFF; AND RAYMOND F. 
CONKLING OF THE LEGISLATION AND REGULATIONS DIVISION 
OF THE CHIEF COUNSEL’S OFFICE, DEPARTMENT OF THE 
TREASURY 


The CHarrman. The chair observes that you are also accompanied 
by Mr. David Lindsay. 

Mr. Scripner. And Mr. Richard Slitor, who is on the tax analysis 
staff, and Mr. Raymond Conkling. 

The Cuarrman. Mr. Secretary, you desire to present the statement 
of the Department of the Treasury, do you not ? 

Mr. Scripner. Yes, sir. 

The Cuarman. Mr. Secretary, you are recognized. 
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Mr. Scrisner. Mr. Chairman and members of the subcommittee, 
the Treasury Department welcomes this opportunity to participate in 
this hearing which has been called to consider all aspects of the sub- 
ject of taxation of life-insurance companies, and to develop informa- 
tion to serve as a basis for the drafting of permanent legislation on 
the subject. 

We earnestly share the hope which you have just expressed, Mr. 
Chairman, that these hearings will provide a full and penetrating 
discussion of the problems and issues involved in the taxation of life- 
insurance companies. 

We likewise hope that these hearings will give this subcommittee 
adequate information to enable it to evaluate the merits of the net 
operating gain approach which the Treasury Department has sub- 
mitted. 

As you well know, the problem of developing an equitable tax 
formula for the proper assessment of life-insurance companies has 
been under consideration and discussion for many years. In 1947, the 
then applicable law, adopted in 1942, resulted in no Federal income 
tax on the life-insurance business. The sequence of events of the last 
10 years makes the legislative history of this particular topic one of 
the most complex in the entire field of taxation. 

In 1949, a subcommittee of the Ways and Means Committee, after 
hearings, recommended deferment of the adoption of permanent leg- 
islation and the passage of stopgap legislation. This recommenda- 
tion resulted in the adoption of the 1950 formula which was effective 
for the years 1949 and 1950. 

New stopgap legislation was enacted in 1951 converting the reserve 
and other policy liability deductions under the 1950 formula into a 
reduced rate of tax on net investment income without deduction for 
required interest. The 1951 formula was extended from year to year 
through the year 1954. 

A subcommittee of the Ways and Means Committee again con- 
ducted extensive hearings in 1954, and the members and staff of this 
committee spent many long and productive hours in a study of this 
problem. 

These hearings, focused as they were on the excellent and objective 
report prepared by the subcommittee’s staff, provide a wealth of in- 
formation relating to the nature and scope of the life-insurance busi- 
ness, and particularly its long-range character, the components of its 
assets and its income, the different conditions faced by mutual and 
stock companies, companies large and small, new and old, rapidly or 
less rapidly growing, strong or less strongly reserved, and on many 
similar matters. 

The result of these hearings and studies was the adoption of a new 
law made applicable by its terms to the 1955 income of insurance 
companies. This formula provided reserve and other policy liability 
deductions of 8714 percent on the first million dollars of net invest- 
ment income and 85 percent on net investment income in excess of a 
million dollars. The 1955 law also provided for a broadening of the 
net investment income base and a more adequate treatment of the 
health and accident business of life-insurance companies. 

As the members of this committee will recall, the 1955 formula was 
made applicable to 1955 income only, subject to the provision that the 


TAXATION OF THE INCOME OF LIFE INSURANCE COMPANIES 15 


1942 formula would be automatically effective covering the income 
of any year for which an extension was not enacted. The 1955 formula 
was made applicable by legislation to the year 1956. 

During 1956 and 1957 the Treasury Department worked coopera- 
tively w ith the members of the congressional tax staffs, and for a con- 
siderable period of that time in consultation with a group of distin- 
guished actuaries whose services had been made available by the life 
insurance industry with the district understanding that they would 
serve as technicians with no policy forming responsibility or liability, 
to develop an equitable, permanent method of taxation which would 
apply to the 1957 earnings of life insurance companies. 

The Treasury has constantly emphasized its belief that it was desir- 
able that a permanent method of taxation of life insurance companies 
be worked out, if possible, by the industry and the representatives of 
the Government. Last Dec ember, however, it was apparent that there 
would not be time for recommendations to be made and fully consid- 
ered and for permanent legislation to be adopted prior to March 15 
of this year. 

Under these circumstances, and because a solution had resisted those 
wrestling with the problem for a number of years still seemed to be a 
little in the future, attesting to the complexity of the subject, the 


. Secretary of the Treasury, in identical letters to your committee and 


to the Sénate Finance Committee, indicated that it appeared reason- 
able to extend the 1955 stopgap formula and make it applicable to the 
1957 income. 

While the Treasury went along with an extension of the 1955 legis- 
lation making it applicable to 1957 income, it was made abundantly 
clear by the Secret: ary and other Treasury representatives that recom- 
mendations for permanent legislation would be submitted in the near 
future and that the Treasury would oppose a further extension of the 
1955 stopgap legislation. 

I was very happy to note, Mr. Chairman, the position which you 
have taken this morning that you would not favor a further extension 
of stopgap legislation. 

On April 10 the Secretary submitted suggestions for the permanent 
taxation of life insurance companies. These proposals have been the 
focal point of very helpful discussions within the life insurance 
industry. 

The life insurance industry has the confidence of the American 
people, a trust which we in the Treasury Department, based on our 
experience from working with industry, believe is justified and of 
which this great industry may be justly proud. We have received the 
most excellent cooperation from all representatives of the insurance 
industry. 

In consideri ing the Treasury proposals, the industry has proceeded 
on the basis that the time has arrived for the adoption of an equitable, 
permanent formula for the taxation of life insurance companies. The 
industry has been most ready to make available every detail of infor- 
mation about the industry which the Treasury Department requested, 
and to make the time of their able officers, actuaries, and staff people 
available both to the representatives of congressional committees and 
to our Department. 
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We do believe that a sound tax formula can and should correct the 
inadequacies of the present treatment in a manner which will permit 
the life insurance industry and all segments of it to move forward on a 
sound and healthy basis. We know that in this area we are dealing 
with institutions which are the custodians of the life insurance proiec- 
tion and savings of millions of American families. 

A proper tax structure for these important institutions will insure 
the continued performance of their essential functions in the American 
economy without tax advantages for either one group or another in the 
industry. 

In my opinion it is fair to say that the life insurance industry recog- 
nizes its obligation to bear a fair share of the Federal tax burden lev ied 
on the citizens and corporations of this country by the Congress to 
produce the funds necessary for the defense of our country and to 
perform essential governmental operations necessary for the welfare 
of the people. 

There is disagreement as to how much of the heavy Federal taxload 
this industry should bear. I do not believe there is disagreement on 
the point that the profits and earnings of this industry should carry 
some share of the obligation of financing governmental operations of 
the United States. 

You have outlined the legislative situation which we confront to- 
day. If no legislation is adopted by the next session of the:Congress 
with respect to the calendar year 1958, life i insurance companies Ww ill be 
taxed under the provisions of the 1942 formula, including the improve- 
ments embodied therein by the Life Insurance Company Tax Act of 
1955. Under the 1942 formula, it is estimated that their tax liability 
will total approximately $500 million. 

The Cuarman. That is for the calendar year 1958; is that correct ? 

Mr. Scripner. Yes; that is the amount they would bear for the cal- 
endar year which we are now in, under the 1942 formula which would 
become effective if no legislation is adopted. 

The Treasury Department is aware of the deeply rooted feeling 
within many sectors of the life insurance industry that the best perma- 
nent tax formula is that based on a portion of net investment income. 
Most now agree that any permanent formula would have to contain or 
should contain provisions which would reach companies that have 
laree underwriting profits but little, if any, investment income. 

There is also opinion within the industry which regards the invest- 
ment income basis and the 85 percent deduction permitted by the 1955 
stopgap formula as synonymous. We do not share that opinion. 

In the area of investment income, a realistic formula would take into 
account the actual difference between interest required for policy con- 
tracts and the amount the companies, in fact, earn on investments. 
There are a number of other suggested investment income formulas 
which would provide margins of taxable income more in accord with 
current conditions in the life insurance industry. 

The industry data reflected in the deduction ratios provided by the 
1942 formula and the 1950 formula, for example, make it evident that 
the 85-percent deduction under the 1955-57 stopgap is substantially 
out of proportion to the actual reserve aa other policy interest 
requirements of the companies under conditions now prevailing. 
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The 1950 formula, which measures with considerable accuracy the 
proportion of investment earnings required to fulfill interest obliga- 
tions to policyholders, would currently permit a deduction of about 
6814 percent based on conditions prevailing in 1957. Prevailing trends 
indicate this deduction figure would be lower on the basis ‘of 1958 
experience. If the 1950 formula would be applicable, the result would 
be about $613 million of revenue. 

It is true that formulas adopted for the taxation of life insurance 
companies since 1921 have taken investment income as a measurement 
of the tax base. However, at the time the 1921 law was enacted, the 
life insurance business was much more homogeneous than it is today. 
Such business as group pension insurance, group insurance generally, 
credit insurance, and accident and health insurance were not major 
income producers for life insurance companies. 

While there were even then shortcomings in the investment income 
approach, it could be justified under those ‘conditions. Now large and 
increased amounts of insurance are being sold with substantial under- 
writing profits, which, however, produc e relatively little investment 
income. While major reliance may still be placed on the traditional 
investment income base, under present conditions and trends other 
sources of income, such as gain from-underwriting and capital gains, 
should not be ignored. 

We have given most careful attention, and I believe thorough at- 
tention, to represent: itions which have been made that under existing 
law life insurance companies are overtaxed. The records of life insur- 
ance operations do not support these contentions. 

The tax formulas applicable to the companies’ income have in the 
past and should in the future continue to exempt interest earnings 
dedicated to meeting reserve interest needs and other contractual com- 
mitments to policyholders. Moreover, interest on savings in the form 
of life insurance policy reserves are virtually exempt from personal 
income tax. 

At the end of calendar year 1957, the life insurance industry had 
total assets of approximately $1011 billion. The industry in the 
year 1957 had net investment income of $314 billion and had a net 
operating gain after payment of all policy dividends and refunds to 
polic; -yholders of appeenneey $1.1 billion. 

The total Federal income tax liability of life insurance companies as 
a group for calendar year 1957, including their substantial accident 
and health insurance dep: irtments, was about $293 million, or roughly 
26 percent of their net operating gain. Had they been taxed on the 
usual basis for business corpor ations, they would have paid a tax at 
the rate of 52 percent, which would have brought in about twice the 
dollar collection which was actually received. 

The growth of equity values in life insurance companies is an impres- 
sive fact, and statements have been made that this is at least partly 
due to the effective rate of tax on the industry. Certainly there is 
little or no pragmatic evidence that suggests that the life insurance 
industry, compar atively speaking, is adversely affected by its share 
of the country’s tax burden. 

We are aware, too, that within the insurance industry we are deal- 
ing with mutual companies and with stock companies. We are dealing, 
too, with some companies which possess vast assets and some only 
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beginning business life. Within the framework of the industry com- 
panies may be found which comprise every combination of various 
types of insurance business. 

Any formula adopted must be one which will not discriminate 
against any particular type of company and one which will give fair 
treatment to the oldest company and to the newest entrant into the 
industry. 

What is needed is a formula which will reasonably reflect each com- 
pany’s capacity to pay. We have had many helpful suggestions and 
much sound advice from individuals and associations in the life-insur- 
ance industry since the Secretary’s letter was written last April. We 
are most desirous of having the benefit of all the testimony which 
will be produced at this hearing. We believe such testimony will do 
much to clarify the issues and to furnish a basis for the determina- 
tion by the committee of an approach which will fairly measure the 
tax burden which the various companies in the industry should bear. 

We respectfully request, or suggest, perhaps, that this committee 
give its first consideration to a method of taxation for life-insurance 
companies which will bring the conception of what is taxable income 
for such companies into closer conformity with the facts. Such a 
conception should reflect, to the fullest extent practicable, the full 
net earnings of life-insurance companies. 

It should, of course, provide comprehensive deductions for all ex- 
penses, interest, and reserve requirements, and amounts paid or made 
available to policyholders. The starting point for measuring net 
earnings should, we suggest, be the figure for “net gain from opera- 
tions after dividends to policyholders,” which figure is included by 
each life-insurance company in its annual statement to State insur- 
ance departments. 

In conformance with general rules for computing taxable-income 
adjustments, such as those for tax-exempt interest, Federal income 
taxes paid, and depreciation on the insurance business property 
account would be required. 

The resulting tax base, however, would include the margin of in- 
vestment income above amounts needed on policy reserves, gain from 
better than assumed mortality experience, and profits arising from 
the difference between the expense “loading” portion of premiums and 
actual expenses. Deductions would be allowed for dividends paid to 
policyholders and amounts added to policy reserves. 

Recognizing the long-rang character of life-insurance business, 
which recognition is important, consideration perhaps should be given 
to the adoption of a longer loss-carry-back provision for life-insurance 
companies than for other corporations. There also may well be need 
for a type of special allowance or relief feature for small and new 
companies. 

It may appear advisable to provide for a gradual transition to the 
new tax method over a 3- to 5-year period. During this transition, 
the tax would be computed as a weighted average of the tax under 
the new method and the tax under the present stopgap method, with 
gradually increasing weight to the new method. 

The tax base discussed above would exclude amounts paid to or 
set aside irrevocably for the benefit of any policyholder or group of 
policyholders. It would exempt additions to policy reserves, includ- 
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ing interest thereon; all cash insurance benefits made available to 
policyholders or their beneficiaries; and policy dividends or similar 
rebates paid or refunded to policyholders. 

In our studies and discussions with the consultants made available 
by the life insurance industry, we have also given attention to pos- 
sible. adjustments in policy reserves and related items for tax pur- 
poses. The objective of such adjustments would be to take account of 
the effect of different methods of reserve valuation, varying reserve 
interest assumptions, past and. future reserve strengthening opera- 
tions, differences between mutual and stock companies, and other 
factors. 

We believe also that there is substantial merit in an adjustment for 
companies with reserves based on a preliminary term method of valua- 
tion. 

Another adjustment which appears to deserve favorable considera- 
tion is one which would take account of deficiency reserves in existence 
on the effective date of the suggested plan. These particular reserves 
may be considered equivalent to an allocation of previously accumu- 
lated surplus, and in this light their recovery back into surplus would 
not constitute current earnings which should be subject to tax. 

You have mentioned the legislation which a group of mutual life 
insurance companies is sponsoring, H. R. 13707. This legislation is 
specifically limited by its terms to mutual life insurance companies. 
It incorporates a series of special deductions from net operating gain 
which, on study, do not appear to have clear business justification. 

The cumulative or net effect of these allowances makes the bill un- 
acceptable to the Treasury in its present form. However, we believe 
that by amendment which would result in eliminating the objection- 
able deductions, the bill might be made a starting point for the de- 
veloping of a satisfactory formula based on the net operating gain 
approach. 

While we have considered in detail the many objections which have 
been made to the net operating gain approach, it is our belief that a 
formula along the lines which we have outlined is workable and would 
produce an equitable result. 

We recognize, however, that the committee, after hearing the testi- 
mony of the insurance industry, may desire to consider legislation 
more in line with the present. method of taxation of life insurance 
companies and perhaps build on some of the existing formulas. 

If such legislation is considered, we respectfully renew the sugges- 
tion made by the Secretary in his letter that the portion of investment 
income subject to tax, that is, the amount of free investment income, 
accord with the prevailing margin of free investment income above 
that required as interest for policyholders, which margin is now more 
than 30 percent of the industry as a whole. 

This revised investment income base should be supplemented with 
appropriate recognition of underwriting gain elements now disre- 
garded. A new formula of this type should assure a more appropriate 
tax on those companies with relatively small amounts of investment 
income and substantial income from insurance and underwriting, now 
entirely exempt from taxation. 

Whatever tax formula is applied to the ordinary income of life in- 
surance companies, their capital gains and losses should no longer be 
disregarded for tax purposes. 
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We look forward to the discussions which will take place during 
this week, and know that very real assistance will be given by the 
industry in the resolution of the problems which we have ; pointed out. 
The Treasury wishes to reemphasize the fact that while it has pre- 
sented here two possible methods of reaching a formula, we have ap- 
proached these hearings without reaching a fixed position and are pre- 
pared and desire to weigh carefully all the material which the insur- 
ance industry will bring out. 

The gentlemen here with me, and our staff of the Treasury Depart- 
ment, are ready and desirous of assisting this committee and the very 
efficient people on your staff in further work on all aspects of the 
long-range tax basis for life insurance companies. 

The Cuatrman. We thank you, sir, Mr. Scribner, for giving us the 
views of the Treasury Department this morning on the matter of the 
taxation of life insurance companies. 

You have said that the Treasury would not view with much satis- 
faction an extension of the 1955 stopgap proposals to 1958 income, 
and that if we do not develop some permanent formula that may be 
better from most viewpoints than the 1955 stopgap for taxing life 
insurance companies, these companies would be taxed for the ¢ -élendar 
year 1958 under the provisions of the 1942 law. 

Mr. Scripner. As that was amended. 

The Cuarrman. Would that be a satisfactory solution, Mr. Scribner, 
of the problem that faces the committee this morning ? 

Mr. Scrivner. In the opinion of the Treasury Department, Mr. 
Chairman, it would not. It would be, we think, a preferable result 
to further extension of the stopgap formula, because it would give 
a tax base, we think, which comes closer to recognizing what is actually 
happening within the industry, and would put a tax burden that we 
believe the industry can and should bear. 

But we have been attempting for 10 years to work out a formula 
which would be applicable on a permanent basis. We think that it 
can be done and that it should be done. Over the years since the 
1942 formula was enacted, there have been changes within the insur- 
ance industry, tremendous growth, and venturing more and more into 
lines of business which were not as prominent then. 

We do not think that the 1942 formula is the one we ought to go 
on if it is possible to come up with a long-range, workable, permanent 
solution. 

The Cuatrman. In other words, if the Congress should fail to take 
action between now and March 15 next, and 1958 income should be 
taxed under the 1942 formula, we would not be satisfied to let the 
1942 formula remain as a permanent solution, but would be right 
back in the next session where we are now, seeking a permanent solu- 
tion of this problem. 

Mr. Scripner. It certainly would be the position of the Treasury 
that we would urge vou to do that. 

The CuHatrrMan. Would it not be necessary, actually, not only from 
the viewpoint of the life insurance industry which might feel that the 
1942 law is not satisfactory, but also from the viewpoint of the public, 
as represented by the Department of the Treasury, for us to seek a 
better solution than the 1942 law ? 

Mr. Scrrpner. Yes, sir. 
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The Cuatrman. If we should permit the 1942 law to again become 
effective for a period of years, could we rely upon the 1942 law to pro- 
duce $500 million of revenue in each of those years and in the future? 

Mr. Scrispner. Not necessarily. 

The CuarrmMan. Would not that revenue tend to decline, just as it 
did when the 1942 law was in effect from 1942 up until 19499 

Mr. Scripner. Well, of course, as you know, Mr. Chairman, the 
1942 formula arbitrarily assumes that the industry needs 314 percent 
interest on 65 percent of its business and the industry average rate 
on the remaining 35 percent. Now, since it has that fixed assumption 
of 314 percent, ‘it will ary up or ‘down from the actual experience, 
depending on what the industr y is doing, and it could result in a fall- 
off of the tax collected from the industry. 

The Cuairman. The point that I am endeavoring to establish is 
that, at the moment, from the viewpoint of getting additional revenue 
from the insurance "industry, the 1942 law would serve that purpose 
because it would bring us more on 1958 income than would a continua- 
tion of the stopgap formula. 

Mr. ScriBNER. Yes, sir. 

The CHairMAN. But we could not rely upon that being the per- 
manent situation, could we? 

Mr. Scripner. No, sir. 

The CHarrMan. It might well produce less revenue in some future 
years. 

Mr. Scripner. That is correct. 

The CuarrmMan. It could produce more revenue in some future years, 
depending upon the economic circumstances that may inure in those 
future years. 

Mr. Scripner. Yes, sir. 

The CHairmMan. Now, you suggest that, if the 1950 law were in effect 
with respect to income in 1958, the Treasury would develop about 
$613 million of revenue. 

Mr. Scripner. Yes, sir. 

The CHarrMAn. Why would there be that much difference—and I 
am asking this purely for the record—between returning to the 1950 
law and continuing the stopgap proposal for 1958? 

Mr. Scrrpner. Well, it is the difference in the formula. As I 
pointed out, in the 1942 formula it arbitrarily assumes that the in- 
dustry needs 314 percent interest on 65 percent of its business and 
the industry average rate on the remaining 35 percent, whereas the 
1950 formula computes the industry’s interest needs on the basis of 
the average rate actually assumed by the industry in writing its 
business without any arbitrary weight. 

The CHAIRMAN. You misunderstood me. I was comparing the 
1950 formula to the stopgap formula of 1955. Why would there be 
so much difference in the returns of those two formulas for the calendar 
year 1958 % 

Mr. Scripner. Well, because the stopg rap makes an arbitrary as- 
sumption in the law that they need 8714 percent of their income on 
the first million and 85, I believe it is, on the remainder. That is not 
in accord with the actual experience, as I have pointed out, that they 
only need 70 percent. or something less, whereas under the 1950 formula 
you compute it on the basis of the aver age rate actually assumed by 
the industry in writing its business. 
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The Cuarrman. Then am I to understand, Mr. Scribner, that the 
Treasury Department views both the 1942 and the stopgap proposals 
as being inadequate because they assume certain facts for tax purposes, 
rather than looking realistically each year to the needs of the in- 
dustry ? 

Mr. Scrisner. That, plus the fact that these formulas, being based 
on the net-investment-income approach, do not take into account, in 
a manner which we think should be taken into account by a formula, 
the situations in which companies have little or no net investment in- 
come, but have very substantial underwriting profits and other types 
of profits. We do not think that these two formulas, in short, are 
formulas that are acceptable. 

The Cuatrman. If we were to proceed on the net-investment-income 
approach, would it be, in your opinion, necessary for us to go to the 
1950 proposal in order to develop a satisfactory formula for the taxa- 
tion of life insurance companies? 

Mr. Scripner. I think we would deem it a better starting point than 
the 1942 law. 

The Cuarrman. The reason I raise the question is this: If there is 
objection to the stopgap formula—and I am asking these questions 
purely for information you understand 

Mr. Scripner. Yes, sir. 

The Cuarrman. And also to the 1942 law because of the assumption 
of certain facts for tax purposes, and we should decide in the com- 
mittee that we do not want to depart from the net-investment-income 
approach and take on the total-income approach, then, in order to 
eliminate the objection which you see to the 1942 law and to the stop- 
gap proposal, would we not have to fix the authority as we did in 
1950, for determination year by year of the needs of the industry, and 
not let it be determined by language of the law on a fixed basis? 

Mr. Scrrpner. If we were limited to these three types of formulas, 
1942, 1950, and the stopgap, we would prefer to start with 1950 on 
that point. 

The CuHarrman. What I am getting at, Mr. Scribner, is this: If we 
feel that there is only one way by which life insurance companies can 
and should be taxed—namely, the net-investment-income approach— 
do we find ourselves then, ultimately, in the position of having to sup- 
port the 1950 approach as the sound approach ? 

Mr. Scrrpner. Yes; I think so. To put it another way, experience 
has indicated that the industry needs something less than 70 percent 
at the present time, and that a formula ought to be one that would 
bring you out at about that point, rather than out at some arbitrary 
point which does not take into account the amount of free investment 
income that the industry has. 

The Cuatrman, But, Mr. Scribner, we are legislating now, or pro- 
posing to legislate, a permanent formula. Should we say, in connec- 
tion with a permanent formula, as a matter of law, that 30 percent of 
the investment income in each of the future years is to be considered 
net, and subject to the 52 percent rate, or would we not have to make 
that determination on the basis of the year-to-year developments, and 
not state positively in the law any fixed conclusion, but leave it to 
someone to determine. 

Mr. Scripner. Well, certainly, the amount would have to vary from 





time to time in accordance with the facts of the industry. Whether 
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that means there should be no amount put into the law or not, I would 
not want to say at this stage of the testimony. 

The Cuatrman. Ten years from today, 30 percent might be less 
than the amount of the net. It might be considerably more than the 
amount of the net. I am thinking in terms of the difficulty of us 
endeavoring now to fix a definite rate as being that which is net if we 
are to pursue the net-investment-income approach on an industrywide 
basis. We might not develop a permanent solution. We might de- 
velop a solution that would have to be changed within 5 or 10 years. 

Mr. Scrisner. That is correct. 

The CuarrmMan. What I am trying to find out from you now is this: 
If we are to pursue the net-investment-income approach to the ulti- 
mate of taxing exactly that amount of the net investment income which 
is not needed by the industry, then we must approach it from the basis 
of the 1950 law ? 

Mr. Scripner. Certainly, that is the point that we are attempting 
to arrive at, of having in the tax base the amount of free investment 
income that the industry has, and a formula that would measure it. 
Whether that means that you would want a formula that would have 
in it a method of recomputation for each year, or whether you would 
want to have a figure in it which would be close to the figure at the 
present time, is a question. In other words, a formula might recog- 
nize that 30 percent of what they are now receiving is free. 

I think we at the Treasury would rather wait until we have had the 
benefit of the insurance companies’ testimony at these hearings before 
we become too fixed on that. 

The Cuarrman. What does the Treasury see wrong with the sugges- 
tion, if we are endeavoring to tax an industry on the basis of its ability 
topay? You say under the 1950 formula it reflects the exact industry- 
wide split between net and required investment income. If that is the 
case, and you would derive $613 million from the industry, what 
would be the objection to that approach ? 

Mr. Scrrpner. I do not think there would be any objection. I 
think that is what we are trying to reach. 

The Cuarrman. In other words, as you are testifying this morning 
in regard to the twofold approach of the latter, one, the total-income 
approach with deductions, or the net investment income, you are say- 
ing that, if the commitee should go the net-investment-income route, 
the proper way to proceed would be under the 1950 law. Is that the 
point ? 

Mr. Scrisner. That is substantially correct; yes. 

The Cuarrman,. It is my understanding, Mr. Secretary, that the 
industry itself—I do not know whether this is true or not, but perhaps 
for the first time since I have had anyhing to do with it—has sizable 
segments recommending different approaches. 

One is, as you pointed out in your statement, recommending the 
approach of a bill, H. R. 13707, the total-income approach with de- 
ductions. Another segment is recommending a continuation of the 
philosophy under which insurance companies have been historically 
taxed ; namely, the net-investment-income approach. 

You have been meeting with representatives of the industry for 
some time, I am sure—at least, the Treasury people have—in the hope 
you could develop some formula that you could suggest to the com- 
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mittee that would be satisfactory from the viewpoint of the industry, 
the Government, and the public. 

Is it possible, in your opinion, that there may be a solution to this 
problem which has some of the attributes of both approaches, the 
total-income approach and the net-investment-income approach, or 
must we continue to seek an approach up one avenue or the other 
without the possibility of an avenue in between ¢ 

Mr. Scripner. Well, Mr. Chairman, you are quite right in pointing 
out we have been meeting with many different groups and spending 
many hours, and they have been fruitful hours, and the suggestions 
that have come from the industry to our people have caused them to 
look at various areas of this problem. The industry has been kind 
enough to look at some of their historic positions and reeaxamine 
them, and I think that there is an indication that there may be a 
middle ground that we could meet on. 

I would like to just outline a possibility which I have referred to 
as a combination formula. Under this formula, the taxable income 
of the life insurance company would be computed in two steps. The 
taxable margin of net investment income, the free investment income, 
would be computed very much in the same manner as it is under the 
1955 stopgap legislation, except. that the deduction for required inter- 
est would be more in line with the prevailing margin of investment 
income above required interest for policyholders. 

You write into the formula the method of so determining. Then 
there would be a second step. The taxable margin of net investment 
income would be subtracted from the net gain from operations, and 
one-half of the remainder so determined would be included in the tax 
base. This remainder would represent underwriting gains and any 
free or excess interest which was not picked up in the first step. 

By taking only one-half of the remainder, you would, in effect, tax 
the underwriting portion of the industry’s income at 26 percent, and 
the free-investment-income portion at 52 percent. 

Now, of course, the net operating gain might be less than the tax- 
able margin of investment income and, in that case, the second step 
would result in a negative figure. To the extent that such a negative 
does not result from dividends paid to policyholders, one-half of the 
negative would reduce the taxable margin of net investment income. 

This aspect of the formula would be helpful, and benefit small and 
new companies now operating at a loss. Only one-half of the nega- 
tive is utilized to reduce the tax base, since only one-half of the 
remainder would have been added to the tax base. 

To the extent that underwriting gains exceed net investment income, 
100 percent of such underwriting gains would be included in the 
tax base. We think this has some possibilities. Dr. Smith has been 
doing work on some of the details, and he could elaborate further, 
and perhaps you would like to have us write something out along 
this line. 

The CuarrMan. I would think that the members of the committee 
would like to have a detailed description of how this would work. 
If you could get it to us within a reasonable time, it would be helpful. 

Mr. Scrrpner. Mr. Chairman, I think we could have this written 
out and available at the opening of the hearing tomorrow. 

The CuatrMan. That will be fine. Could you supply us with addi- 
tional copies? The industry people here will want additional copies. 
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Mr. Scripner. Yes; we will bring the same number of copies as we 
brought today. ' . 
(The following information was filed with the committee:) 


FORMULA FOR TAXATION OF LIFE INSURANCE COMPANIES COMBINING NET 
INVESTMENT INCOME AND NET OPERATING GAINS 


(Submitted as an addendum to the testimony of the Treasury Department in 
accordance with the request of the chairman of the House Committee on 
Ways and Means at the hearings of the Subcommittee on Internal Revenue 
Taxation, November 17, 1958) 


This memorandum describes a possible combination formula which combines 
elements of the investment income method and the net operating gain approach 
for taxing life insurance companies. 

The combination formula would determine taxable income in two steps. The 
first step incorporates the traditional type of investment income base, realined to 
current conditions. The second step would supplement this with a substantial 
portion of the underwriting gains plus “free” interest not included in the 
first step. The essence of the two-phase approach is that it applies the full 
corporate tax rate to the taxable margin of net investment income which is de- 
termined after deducting an allowance for reserve and other policy interest 
requirements, and a reduced rate of, say, 26 percent to the other previously 
untaxed elements of net operating gain. 

The relative emphasis on the investment income base and the supplementary 
net operating gain base depends in part on the percentage deduction allowed 
under step 1 and in part on the level of net operating gain after whatever 
adjustments thereto are deemed advisable. 


COMPUTATION OF TAX 


In more detail the computation of tax under the combination formula would 
be made as follows: 

Step 1.—In the first step, the company would compute its taxable margin of net 
investment income. This computation could be made in any of several ways. 
One way is to deduct a flat percentage of the net investment income on an 
industrywide basis. The deduction could be a fixed statutory percentage or de- 
termined each year in accordance with the most recent experience. A de- 
termination based on current conditions at this time would result in a figure of 
between 68 and 70 percent. Alterantively, the deduction might be computed on an 
individual company basis. 

Example: A company has $1 million net investment income and net operating 
gain of $350,000. In step 1, it would deduct 70 percent of the $1 million, 
leaving $300,000 as the taxable margin. It is now ready to proceed to step 2. 

Step 2.—In the second step, the company subtracts the taxable investment in- 
come margin from the net operating gain to obtain the “difference” representing 
chiefly underwriting gain plus any “free” interest not picked up in step 1. It 
reduces this difference by some percentage. For example, a 50 percent reduc- 
tion would mean a 26 percent effective rate, assuming a general 52 percent cor- 
porate rate. 

Example continued: The company above with a $300,000 taxable investment 
income margin would subtract it from its assumed $350,000 total net operating 
gain. This would leave a difference of $50,000. <A 50 percent reduction would 
result in a $25,000 addition to the base. 

Adding the $25,000 from step 2 to the $300,000 arrived at in step 1, the com- 
pany would have a combined tax base of $325,000. The tax on this amount 
would be $163,500 (30 percent of the first $25,000 plus 52 percent of the remain- 
ing $300,000). 

Treatment of “negatives.”—If the net operating gain is less than the taxable 
margin of investment income a negative figure develops in the second phase. 

Example: If the net operating gain in the above illustration were $200,000, 
deducting the $300,000 taxable investment income margin would leave —$100,- 
000, half of which is —$50,000. 

If the company were a stock company with no policy dividends, it could 
subtract the $50,000 negative in step 2 from the $300,000 step 1 base, getting a 
net tax base of $250,000. The tax on this would be $124,500 (30 percent of 
$25,000 plus 52 percent of $225,000). 

32951—58——-8 
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If the company were a mutual or a stock company paying participating policy 
dividends, and obtained a negative figure in step 2, it would recompute its net 
operating gain without deducting its policy dividends. This feature puts a floor 
under the tax base to prevent artificial tax and competitive advantages to com- 
panies which might, at least temporarily, obtain special tax savings by paying 
out unusual policy dividends. If there were no negative figure, the step 1 base 
would be its final tax base. If there were still a negative figure, although 
smaller by the amount of the policy dividends, the company would proceed to 
deduct one-half the adjusted negative from the step 1 base as previously illus- 
trated. 

OTHER POSSIBLE ADJUSTMENTS UNDER COMBINATION FORMULA 


Certain adjustments in arriving at the net operating gain mentioned by the 
Secretary might be incorporated into the two-phase formula. These adjustments 
might well be kept to a minimum in view of the percentage reduction in the 
underwriting gain base provided in the second step computation. 


COMPANIES WITH LARGE UNDERWRITING GAINS IN RELATION TO NET INVESTMENT 
INCOME (“SPECIALTY” COMPANIES) 


A company with relatively small or negligible amounts of investment income 
but substantial overall profits from underwriting activities, such as credit and 
group insurance, is known in the industry as a specialty company. A consider- 
able number of life insurance companies are in fact “specialty” companies. They 
now pay a tax on investment earnings, if any, and are substantially exempt on 
the underwriting gains which comprise the bulk of their earnings. 

The question arises whether the so-called specialty companies should be allowed 
the full benefit of the 50 percent or similar reduction feature. 

The suggestion is sometimes made that an appropriate line of demarcation be- 
tween a specialty company and other life insurance companies may be drawn by 
defining a “specialty” company as one whose net operating gain exceeds its entire 
net investment income before deducting policy interest requirements. Accord- 
ingly, the suggested 50 percent reduction might be limited to such por‘ion of the 
net operating gain as does not exceed the net investment income. The effect of 
this limitation would be to apply the full corporate income tax rates to amounts 
of net operating gain in excess of the net investment income. 

A combination method such as the foregoing would deal with certain of the 
problems which arise under the exclusive use of either the investment income or 
the net operating gain approach. Among the problems of the net operating gain 
approach with which such a combination formula would deal are possible com- 
petitive imbalance arising from the deduction of unusual policy dividends and the 
tax effects of a changed approach to policy reserves. The combination formula 
would also correct inadequacies of the investment income method by bringing the 
measure of the taxable margin of investment income into closer alinement with 
current conditions and supplementing it with some recognition of underwriting 
gains. 


ILLUSTRATIVE COMPARISON OF COMBINATION FORMULA WITH PRESENT LAW AND OTHER 
INVESTMENT INCOME FORMULAS 


The computation of tax under a combination formula of the type described is 
illustrated in the following table, with alternative percentage deductions for 
policy interest requirements of 70 and 80 percent, in comparison with present law 
(the 1942 formula) and the 1955-57 stopgap formula. These figures assume a 
company with $1 million of net investment income and $350,000 of net operating 
gains. 
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TABLE 
1957-57 formula 
Present |. 
law on 1958 | 
Possible combination income With Without 
formula | (1942 for- | special special 
| | mula) | small small 
| company | company 
relief relief 
. aaa alii _——— ciuiiiithisiiasiaanti sil 
Percentage deduction from net investment 
income for policy interest requirements. 70 80 75% 8744 85 
es — Cr OO — es | — — — — — | —- —— 
Step 1: | | 
Net investment income. ....---| $1,000,000 | $1,000,000 | $1,000,000 | $1,000,000 | $1,000,000 
Less deduction for policy. interest | 
mete.) i ..04 5 ~fbsi dS ddhs eee Rd 700, 000 800, 000 755, 300 875, 000 850, 000 
Taxable margin of investment income. 300, 000 | 200, 000 244, 700 12%, 5,000 150, 000 
Step 2: . oF st 
Net operating gain, adjusted for tax | 
purposes “ | 350, 000 SE GBD bo ccncetguens|cnsincedabadnanctndedesn 
Less taxable margin of investment | 
MRNR 0 6asincnes eT eee 300, 000 200, 000 |..-.-------- sigh eatin Seanad Sieterd adel 
Underwriting gain... . ae 2 50, 000 | 150, 000 picnaeiGlases in Geinctratgcleliiisias inalienable 
Less 50 percent reduction _-- ; ; 25, 000 | Pe Eicacaece ese Je oneal Macttadicece 
Taxable portion of underwriting gain- | 25, 000 75, 000 | ets codiieid dite tacl ciiania tata tehs aadeeiat aeneememadinanated 
Combined tax base____......-.--...--- | 325, 000 | 275,000 | 244, 700 125, 000 150, 000 
Tax at regular corporate rates_....--_-- 163, 500 | 137, 500 | 121, 744 59, 50 72, 500 
| | 





The Cuarrman. Let me understand, if I may, how this would work. 
First, you continue, under this suggestion, the theory of taxing net 
investment income, and you will do that on an industry wide basis, 
will you not? 

Mr. Scrrpner. Yes, sir; that is our suggestion. 

The CHairMan. Would it be nec essary for us to fall back into the 
same trap that we have been in time and time again of stating as a 
matter of law what the percentage of net investment income industry- 
wide will be, or shall we fix that for determination on an annual basis ? 

Mr. Scripner. It can be done either way. 

The Cuarrman. Which would be the preferable way ¢ 

Mr. Scripner. Well, probably, following the 1950 formula would 
be preferable. 

The Cuarrman. Are you suggesting, then, that, after we accomplish 
this first step, we then look to see whether or not there are companies, 
as we apply this to them on an individual basis, that may have addi- 
tional earnings that could be taxed ? 

Mr. Scrisner. Yes. You would apply the second step to all com- 
panies, of course. 

The CHairmMan. Let us take an example. Here is a company that 
says it has made $100,000, and, under the first step, we determine that 
$75,000 of that is net investment income. Would we apply, then, 
the formula that you have developed in the first step to the $75, 000, 
and divide the $75, 000 from the $100,000, and say that half of the re- 
maining $25,000 is subject to tax at corporate rates ? 

Dr. Smirx. Exactly, Mr. Chairman, on the assumption, and I take 
it your illustration means that the $75,000 of free investment income 
would be based upon whatever formula or procedure was developed. 

The CuHarrMan. That isa hypothetical case. 
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Dr. Smirn. That would be subtracted from the net operating gain, 
leaving the margin of $25,000, which would be, as Mr. Scribner has 
indicated, based either on the insurance element, the underwriting 
profit, or because this company happened to have an unusually large 
margin of free investment income, like than indicated by the na- 
tional average; this residual $75,000 would, to the extent of half, be 
included in the tax base. 

The Cuatrman. Now, Dr. Smith, is that a one-way proposition ? 
What would happen to the company that, according to this rule, would 
be assumed to have $75,000 of net investment income, when actually 
it reports for other purposes a net return of $50,000? 

Dr. Smirn. That would be the negative element that has been 
referred to for the subtraction, and half of that would then be deducted 
from the investment income, as determined under the general formula, 
so that the tax would be reduced by the fact that a negative element 
was developed. 

The Cuatrman. It would work both ways. 

Dr. Smrru. It should work both ways, in all fairness and equity. 

The Cuarman. So that the industry rule, the first step, might serve 
actually to be less when the second step is taken; the tax under the 
first might be less actually as a result of the application of the second 
step. 

Dr. Smrru. That is correct. 

The Cuatrman. Now, how much would this be? Have you deter- 
mined how much revenue you would get under this, related to 1958 
earnings? 

Dr. Smiru. It depends on what you use in the first step. If you will 
take the 1950 approach, well over $500 million probably would result. 
Our analysis of this has not gone to the point of having any figures 
with assurance on this, but I would say on the order of between 500 
and 600 million dollars. 

The Cuatrman. Would it do it this way for this purpose: Start 
with the rule of the stopgap on the net investment income, and take 
the 85 downward. I do not want you to do many of these, but say 
by 5 percentage points, so that your next would be 80 percent, and 
then 75, and 70, or whatever the minimum would be. 

Then the rule that we have in the 1950 law would be considered, so 
that we can see what revenues would be derived under the different 
mathematical approaches in the first step. 

Dr. Smirn. All right. At 80 it would produce about $435 million. 
Progressively, it would be down, but I think, Mr. Chairman, if we 
might prepare a table on that to submit with the memo, it might be 
helpful ? 

The Cuarrman. Could you do that by tomorrow morning ? 

Dr. Smiru. Yes, sir. 

The Cuatrman. Then we can have both, and at this point in the 
record, if there is more than the statement you give to us in the morn- 
ing, then you may, Mr. Scribner, insert the explanation of your plan 
and the table, without objection. 
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(The material referred to follows :) 


Estimated revenue calculations under combination formula for tagxation of 
life insurance companies with alternative percentage deductions for policy 
interest requirements—Estimated 1958 income levels 


[In millions of dollars} 


























80 percent 75 percent 70 percent 
Step 1: 
Net investment income. ............-.-....-- cpebiacemaiins 3, 750 3, 750 3, 750 
Less: 
Reduction for reserve and other policy interest require- 
manta ioe: iebbedbrtoth ei pliddicthcabbaeseagene | 3, 000 2, 813 2, 625 
Taxable margin of investment income-_..........-- 750 937 1, 125 
Step 2: er fy ‘ : 
Pak GIN GOI... cos ntkh chcaede cc ee cise det cesses 1, 200 1, 200 1, 200 
Less: | 
Taxable margin of investment income...............-- 750 937 1, 125 
i a i 450 263 75 
Pee, QUOI asd pi tctiecue ec ccacadacccuamicceak 225 131 38 
Combined tax base. - -- widitataih teclad tpselssnits die etiam lhegiiindin 975 1, 068 1, 163 
52 percent of combined tax base..-....................-.-- 507 555 605 
OK TARE COUIEIG sob ban dnc ccintewduanvsdssiovscatned 500 550 600 








Note.—Computed tax liability includes rough allowances for nonlife reserves, as well as for tax-exempt 
interest and the intercorporate dividends deduction, with appropriate adjustments to prevent a double 
deduction for income already deducted for reserve and other policy interest requirements. The computa- 
tions do not include capital gains tax, which would increase the tax liability shown. 

Source: Office of the Secretary of the Treasury, tax analysis staff, Nov. 18, 1958. 


The Cuarrman. Mr. Simpson, you may inquire. 

Mr. Stmpson. Mr. Chairman, we are starting off with a compromise 
which is a little unusual. It is not in your statement. I am puzzled. 

Mr. Scripner. Well, Mr. Congressman, I do not know as we are 
starting off with a compromise. Certainly we did not submit it in 
our statement. We start off about where we were at the time that the 
Secretary wrote his letter. 

It has become apparent, however, from the many discussions that 
we have had with the industry that some of them are concerned that 
because of the different types of companies within the industry, and 
because of the different problems that they have, and because of the 
size, and so on, if you have just a net operating gain approach they 
might have some problems. 

Now, this is a formula which has arisen out of these various discus- 
sions, and we think it has some very real merit. We hope the com- 
mittee will look at it when it is submitted and put it along with the 
others. Maybe it is not the answer either. But it certainly has some 
intriguing elements that we think would be helpful in reaching a 
solution. 

Mr. Stupson. Is it to be considered a part of your recommendations, 
the same as the recommendation that was made in your statement ? 
You see, I have had no information along this line at all, and I would 
like to know what the Treasury recommends. 

Mr. Scripner. Well, sir, we do not want to make recommendations 
until we have had the benefit of hearing the industry at this hearing. 

Mr. Srmpson. You did make recommendations, did you not? 
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Mr. Scrrpner. We made two recommendations, and we said “Here 
are two possible approaches,” and in submitting it we made it clear that 
we might prefer to go one direction or the other. 

I tried to make it clear in my testimony today that we have not 
taken a fixed position as of now on either of these approaches that the 
Secretary suggested. 

Mr. Sruupson. Or the compromise. 

Mr. Scripner. Certainly we haven’t taken a fixed position on the 
compromises of this morning. 

Mr. Srupson. May I ask you this, Mr. Scribner: As I understand 
it, one of your major considerations is to have a bill which will give 
no tax advantage to the manner by which the business is conducted. 
That is to say, the tax will be levied the same with respect to the mutual 
companies as it is with respect to the stock companies. 

Mr. Scripner. We wish to come up with a bill which will spread 
the burden over all elements of the industry, and will not cause any 
group of companies or any type of business within the industry to have 
a heavier burden proportionately than any other. 

Mr. Smrpson. As a matter of policy, what you recommend is that 
the bill be so worded that there will be no tax advantage to any com- 
pany or any group of companies regardless of the organization form 
under which they conduct their business. 

Mr. Scripner. We would like to see a bill prepared that would not 
give any tax advantage to any element of the industry. 

Mr. Sumeson. That is all. 

Mr. Ixarp (presiding). Any further questions ? 

Mr. Baker. Yes. 

Mr. Ixarp. Mr. Baker. 

Mr. Baxer. Mr. Scribner, how does the Treasury arrive at net in- 
vestment income under existing law ? 

Mr. Scrisner. I will ask Dr. Smith to give you the definition. 

Mr. Baxer. I am speaking more, Dr. Smith, about the mechanics, 
rather than the definition. 

How do you go about it, is what I am trying to say. 

Dr. Smirn. It is taken from the actual investment income of the 
industry less the investment expense. Then the free investment in- 
come is the amount by which that exceeds the contractual obligations 
under the policies as written by the industry. That is the 1950 for- 
mula. Both bases have been used, of course. 

In 1951 the tax was put simply upon the net investment income at 
a low flat rate, which approximated the same tax that it would have 
been by putting the 52 percent tax on the free investment income, 
which is the net income a the amounts which the company has, in 
fact, contracted for and assumed in writing their policy contract. 

Mr. Baxer. I would like to go just a little step further and find out 
how you actually do it. Do you send people in to examine the books, 
or do you just take published annual statements, or what do you do? 
Do you pick out a half dozen companies and average them, or what ? 

Am I making myself clear ? 

Dr. Situ. I understand, Mr. Baker. You just wanted to check 
the procedure. 

Mr. Baker. Surely. 


Th 
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Dr. Smiru. It is based upon the returns which the companies them- 
selves file, in which they indicate this information company by com- 
pany, with the Internal Revenue Service as part of their tax revenue, 
and it is put together as a composite figure for the industry. 

Mr. Baxer. Let us say that there are 1,000 companies. I do not 
know how many there are. Let us say there are about 1,000 companies. 
Do you take all 1,000 of them and average them ? 

Dr. Smirn. We have to calculate them all and make the average 
from the information as filed. 

There is a long standing figure referred to as the Secretary’s ratio, 
which is a figure required to be computed under the 1950 law, which 
is based upon the calculation from the returns filed by the individual 
companies subject to audit, with, of course, a year’s lag. 

Mr. Baxer. With what? 

Dr. SmirH. A year’s lag. It is based upon the facts of the pre- 
ceding year. 

Mr. Baxer. Then under this extension that we passed, it applied to 
the 1957 income. It was based on the 1956 figures ? 

Dr. SmirH. On the ratios as they existed in 1956. That is an illus- 
tration of what I refer to as the lag in 1 year. 

Mr. Baxer. I do not want to take the time now, Mr. Chairman, but 
in view of your testimony on H. R. 13707 and frankly I am not that 
familiar with the bill—it is known as the McCormack bill, generally 
speaking. 

Dr. Smirn. Yes. 

Mr. Baxer. I think the Treasury should specifically designate their 
objections to that bill, and with the suggestions as to how it could be 
made an equitable approach, if it could be done. You stated rather 
in generalities that it might possibly be workable with certain changes. 

Mr. Scripner. Yes. 

Mr. Baker. Which implied to me, and I may have gotten the wrong 
implication, that perhaps the basic approach was right. Am I cor- 
rect in that assumption or not ? 

Mr. Scrisner. The McCormack bill does recognize net gain from 
operations as a base to go to for measuring the tax base of the insur- 
ance industry as opposed to a free income approach. There are, how- 
ever, a number of deductions that you put in there which we believe 
do not have real business validity, at least in the amount at which they 
are put in. 

We would be glad to submit or point out those deductions that we 
think are not justified. 

Mr. Baxer. I think that it would be very helpful for you to specifi- 
cally point out the particular deductions that you feel should not be 
permitted as a matter of law. 

Dr. Smiru. Yes, sir; we will be glad to. 

Mr. Baxer. And, Mr. Chairman, I request that that be made part 
of the record. 

The Carman. Without objection, so ordered. 

Mr. Baxerr. I have nothing further. 

Mr. Kroon. Mr. Chairman. 

The Cnairrman. Mr. Keogh will inquire. 

Mr. Kroon. Mr. Chairman, I would like to ask one question of Mr. 
Scribner. But before I do, may I commend the chairman for his hav- 
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ing extended an invitation to those members of the committee not 
members of the subcommittee to participate in these hearings. 

The question I would like to ask, Mr. abner is this: Has the De- 

artment given any consideration to whether the modification of ex- 
isting law with respect to insurance companies might induce, result 
in, or require the Department’s recommending any modifications of 
existing law with respect to other mutual forms of enterprises. 

Mr. Scrrener. Of course, Mr. Congressman, we are still in the area 
of suggesting a couple of lines of approach. Until a bill was actually 
pet together what, if any, implications it might have elsewhere is a 
ittle difficult to say. 

We have, for example, indicated certain other business areas that 
perhaps the committee ought to address itself to, but they are all 
pretty distinct and we think that the 

Mr. Kroeu. I am sorry. I did not understand that—pretty what? 

Mr. Scrrener. Each of these areas is a distinct area, and I do not 
think we feel that, necessarily, a decision here falls over into some 
other area. 

Mr. Krocu. That is what I wanted to know. I appreciate that very 
much. In other words, what we do in this area is not necessarily de- 
terminative nor influencing or binding in any other areas? 

Mr. Scrrener. I think that would be a correct summary. We cer- 
tainly are not moving in this area with a thought that if we establish 
something here the purpose is to move on somewhere else. Our pur- 
pose here is to try and solve this problem, which is difficult enough. 

Mr. Kroeu. Thank you, very much. 

The Cuatrman. Mr. Curtis will inquire, Mr. Secretary. 

Mr. Curtis. Thank you, Mr. Chairman. 

I wanted to get some basic policy matters out in the open, some of 
which have been mentioned, but some have not been discussed. 

The chairman in his opening statement referred to the fact that 
this industry was affecting the public welfare to a considerable degree. 
I assume the Treasury takes that same position. 

Mr. Scrrener. I think we are very generous in our statement, Mr. 
Curtis. We recognize the great public responsibility that this industry 
has and, beyond that, recognize that the industry recognizes it, and we 
think it is meeting it. 

Mr. Curtis. Is there any question in Treasury’s mind or anyone 
else's for that matter, that there is real competition in this industry ? 

Mr. Scrrpner. I was under the impression that there was real com- 
petition in this industry from the time I first became insurable, I think. 
And I can assure you that from the representations that have been 
made to us in the last 9 months, we realized that there is competition in 
every phase of this industry. 

Mr. Curtis. I agree with you. I think that eliminates one aspect 
that we have to concern ourselves with, that is, the question whether 
the public might be overcharged for protection for retirement, and 
also it tends to eliminate the question of whether there is really effi- 
ciency in the industry. With real competition that should take care of 
those two aspects which have overtones in the question of how we tax 
the industry. 

Mr. Scrisyer. We think this is a vigorous American industry, and 
a good example of free enterprise. It, of course, is a regulated indus- 
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try because of its peculiar nature. But we are certainly willing to 
testify that it has rugged competition. 

Mr. Curtis. Now, the second point was the question, of course, as 
to the industry which is regulated other than through the traditional 
American form insuring adequate competition. But regulation there 
is at the State level, is that not true? , 

Mr. Scripner. That is correct. 

Mr. Curtis. As to the part of that concept, too, in considering the 
taxation of this industry and particularly as there is constant reference 
to its tax in relation to other forms of business, we have to, and should 
we not, consider the methods in which the States tax this industry in 
order to get the complete picture of what is happening to this industry 
as far as taxation is concerned ? 

Mr. Scripner. I think in determining the tax approach that you 
make to any company or any industry you have to give recognition to 
the expenses that a company is under; legitimate expenses that a com- 
pany or an industry are under. 

Mr. Curtis. Yes; that is correct. 

Mr. Scripner. Insofar as the State tax is an expense of this in- 
dustry, you would weigh that along with their other costs of doing 
business. 

Mr. Curtis. It has not been mentioned today, and I think it is im- 
portant that we have those figures available for this committee because 
I think you will agree that the States have found that insurance com- 
panies are a good source of State revenue beyond the amount of 
revenue needed to handle the costs of regulation, is that not correct ? 

Mr. Scrisner. I think you can get those figures. I think along with 
them you would want figures that show the tremendous growth that 
this industry has experienced in the last several years in all areas and 
other things that would make a rounded picture. 

Mr. Curtis. That is correct. 

Of course, the State tax, being based, as it is, upon, as I understand, 
a premium, would reflect the amount of tax take that would go up as 
the business of the industry increased. So I think it is important. 

And I might ask the question: Has the Treasury taken that into 
consideration, the amount of tax that this industry pays at the State 
level in relation to what other corporations or other forms of doing 
business, other types of business, pay ? 

I ask that because I noticed in your testimony and in that of other 
witnesses there is a reference that raises a question of whether the 
jife-insurance industry is paying in proportion to what other types 
of business pay. That would have to be weighed in there, would it 
not ? 

Mr. Scripner. I think I have answered the question that any ex- 
pense that the industry has, we have to take into consideration. Again, 
I have been under the impression that the State taxes are passed on to 
the policyholder. 

Mr. Curtis. That may be. But it still bears on the question of how 
much tax the industry pays in relation to other industries. And I do 
not think that we would be getting accurate figures if we simply paid 
attention to the Federal tax in relation to Federal taxes of other indus- 
try. That isthe reason why I raised the point. 

I was happy to see the emphasis in your paper on the importance of 
avoiding regulating the business judgment through the type of tax 
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we might impose at the Federal level and providing for the flexibility 
of business judgment. 

One point which I think is a key point in trying to determine what 
have been our difficulties in the past in the method of taxing life-insur- 
ance companies, and I suggest projected in the future would be con- 
sideration af the effect of inflation upon any proposed formula we 
adopt. I say that because I can see that a formula might be good if the 
dollar were preserved as an accurate measuring stick. But I suggest 
that it is possible in any form, however good it might be, that could 
be damaged if the dollar value were not constant. 

I am wondering what consideration the Treasury had given to the 
effect of inflation on these past formulas and also whether in proposing 
any new formulas how inflation would affect those formulas. 

Mr. Scrisner. Of course, Mr. Curtis, I do not think there is any 
industry that reflects some of the problems in inflation any more than 
the insurance industry. 

Mr. Curtis. That isa good point. 

Mr. Scrrpner. You can make some very good arguments on that, 
probably on both sides. 

Any formula, of course, that we put into effect, that this committee 
develops, would have to be one that would not have an obvious un- 
fairness resulting if inflation began to run away, or if we had a situa- 
tion that went in the other direction. We certainly would take into 
consideration those problems and have, as we have been working in 
this area. 

Mr. Curtis. Do you believe that the 1942 formula collapsed largely 
as a result of the impact of inflation ? 

Mr. Scripner. That was my understanding. 

As you well know, the Treasury, I believe “has been standing in the 
forefront with the Members of ( ongress and others in pointing out 
what happens to all sorts of things when you have inflation, what 
happens to policyholders as well as to the company; and in our dis- 
cussion here I think it just emphasizes again the fight that we need 
to make at all times to preserve the value of the dollars. 

Mr. Curtis. I have one other item which I think is basic policy and 
needs to be pointed up. That is the entry of the Federal Government 
into the field of insurance or into the field of what we might call 
protection and retirement. Federal social security is only one example. 
There are, of course, the various tax treatments that we have given, 
special tax treatments on deferred income, pension plans, and so forth. 

I wonder if the Treasury has weighed that factor in considering 
whether or not the life insurance industry should be taxed just like 
any other form of business in view of the fact that we are through 
the governmental sector actually entering into the same field and 
providing competition, to a degree ? 

Mr. Scrrpner. Again, Mr. C urtis, from my observation of what has 
happened to this industry it seems to have flourished pretty well dur- 
ing the period of time that the Government has been moving, as you 
say, into these fields. 

Mr. Curtis. I wonder if that is the question as much as the fact 
that our society as it has developed has been concentrating more and 
more, and should, in my judgment, on the question of retirement and 
protection of its people; and the question would be not the fact that 
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there has been growth, because I think we would anticipate that, 
but how we have handled that, how much of the growth is being 
handled in the governmental sector, and how much in the private 
sector, and whether, as a matter of public policy, we would want the 
balance to be as it is. Because certain] if. we have the Government 
entering into this field and then we tax the private sector we are goin 
to some degree, at any rate, move the balance more toward the Federa 
Government participation. 

Mr. Scripner. Of course the power to tax is always the power to 
destroy. But we have heard no suggestions, and certainly none have 
come to the Treasury Department, that a formula be adopted or moves 
be taken, and certainly the Secretary of the Treasury would be the last 
person to participate in setting up any arrangement which would be 
calculated to prevent or hinder the insurance industry from carrying 
out the very important function which they have. 

Mr. Curtis. The reason I mention it, going back to the public con- 
cern in this field, is that there has been so much talk about the life 
insurance industry not being taxed like other forms of enterprise. 
So I point out that this particular form of enterprise has a form of 
competition from the Government, so it becomes a question of public 
policy. 

We might easily say, as Great Britain and Canada have, for exam- 
ple, that it is more important to develop protection and retirement 
for our people through the private sector than it is for the Federal 
Government to get revenue from this particular area, and that is 
why I pose it because it is a policy question: Does the Treasury feel 
that this industry should be taxed like any other form of industry or 
does the Treasury feel that because of other public policy questions 
it might be treated specially ? 

Mr. Scripner. If we did not feel that there are some things about 
this industry which differentiate it from a general corporate business, 
we would be urging only the application ‘of the existing law to all 
the corporations here, as re else. 

Mr. Curtis. No. Wait. I do not believe you would. I think your 
recognizing the need for the setting aside of these reserves as a neces- 
sary and proper business expense would be allowed to any form of 
business. Am I not correct ? 

Mr. Scrrpner. As I understand, your question was, Did we recog- 
nize the difference between the insurance industry and other types 
of business ? 

Mr. Curtis. That is right. As to whether you would go beyond 
that which you would permit to any other form of business, and I 
was just suggesting. What we call special treatment has been really 
on analysis of something that we would allow any business if we 
could only figure out what is the free investment income over and 
above that which should be required by contract. 

Mr. Scripner. I rather doubt, Mr. Congressman, that when you 
clearly have free investment income of 30 percent and you are only 
taxing, let us say, 15 percent of it, that that is not tres itment somewhat 
different than you have given other corporations. 

Mr. Curtis. It is different. That is what I am saying, whether 
that might be justified on the basis of policy. That is why I raised 
the question and am asking the question, Would the Treasury feel 
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that as near as we can the committee should come up with a formula 
that taxes the life insurance industry as it does other businesses, or 
whether we can give some weight to the public policy question in- 
volved ? 

Mr. Scripner. The life insurance business is a distinct business. 
You have to give some weight to the type of obligation that they 
undertake. The question is what degree of recognition you are in- 
clined to give now. 

Mr. Curtis. Yes. But there is your criteria. That is the point I 
am getting at. The criteria could be reaching an objective as near 
as we could. Should we make it similar to any other form of business? 
In other words, your criteria could be a different result that gave some 
leeway to this form of business ? 

{ assume from the testimony the Treasury is trying as best it can 
to reach a formula that treats the life insurance industry like any 
other business within the limits of the problems involved and the 
peculiarities of the business. 

Mr. Scrinner. We recognize that the life insurance business is a 
long-term business, that you cannot treat it for that reason, as you 
can other types of business. We recognize that it has certain problems 
that are unique. We think recognition should be given by proper 
measure to the long-term character and these other things. After 
recognition has been given, though, we think that the life insurance 
company should bear its fair share of taxes, just as other corporations. 

Mr. Curtis. That is right. And that is what I thought was your 
criteria. In other words, there is no weighting given to the public 
nature or rather the public concern in the welfare of this industry. 
I am not arguing it should. I am trying to get this out in the 
open. In other words, the plea is to give the life insurance industry 
no different break than any other form of business. 

Mr. Scrisner. After you set up the reserves which they clearly 

can justify because of the type of business they do, I think what you 
said is correct. 

Mr. Curtis. I think this administration might well give considera- 
tion to whether or not as a matter of public policy the business of 
dealing with the retirement and protection of our people might not 
deliber rately be given added weight in view of the fact that the Federal 
Government is going into this business itself. But at least I resolve 
that question. It isnot doing it. 

Now, one thing disturbed me a little bit in the presentation of the 
various forms of taxation, and this goes to try to reach a permanent 
formula. That has been the failure to recognize the fact that the 
1955 stopgap formula has produced an increased revenue for the 
Federal Government each year, has it not? 

Mr. Scripner. I believe that is correct. 

Mr. Curtis. Has that increased revenue been proportionate to the 
increased business that the life insurance industry has been writing, 
or is that out of whack ? 

Mr. Scrisner. I do not have that figure. I do not know whether 
the gentleman with me have it or not. 

Mr. Curtis. Do you not think that is a real test, whether a formula 
is good or bad, whether or not it reflects with some degree of accu- 
racy the increased business rather than whether in a particular year 
you get more or less revenue? 
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Mr. Scripner. I think, Mr. Curtis, the answer to the question is 
whether or not the formula is basically right. 

Mr. Curtis. I know that. 

Mr. Scripner. Certainly on the volume of business which this in- 
dustry has done in the last several years and very substantial free 
investment income that it had and with over a billion dollars overall 
earnings, this formula does not in our opinion produce a tax that 
the industry should be 

Mr. Curtis. That is why I am raising the question of whether 
or not a formula would be basically sound if it produced more revenue 
each year in the proportion of the increase in business. So I ask 
the question whether the 1955 formula, No. 1, has not increased the 
revenue each year, and I think the answer is “Yes.” 

And the second question: Has it been in fair proportion to the 
increase in the life insurance industry ¢ 

Mr. Scrisner. Yes; but this formula did not base itself on the 
gross business that was written nor on the net business. 

Mr. Curtis. I am not arguing that. 

Mr. Scrisner. It is based on an assumed amount of free investment 
income. 

Mr. Curtis. I appreciate that. 

Mr. Scrisner. You started out in 1955 wherein the Secretary’s 
ratio determined that you needed 76 percent of your free investment 
income to meet policy commitments. Then the necessary amount 
went down to about 74 percent, and then down to 70 percent. For 
1958 it appears it will be about 6814 percent. This stopgap formula 
is still operating on the basis that the Secretary’s ratio is 85 percent. 

Our position is that when a formula started at 85 percent in rela- 
tion to an approximate actual figure of 76 percent, and stays at 85 
percent when the actual figure drops to 68 percent, it is not the kind 
of formula we want to support for extension. 

Mr. Curtis. I am not going into that. We can go into that, too. 
But I am asking whether or not one of the tests is whether you have a 
good permanent formula, a check to see whether that formula in- 
creases revenue for the Treasury as the industry increases its business. 
I would think any formula that reflected the increase in business 
would at least as far as that check point is concerned ke 1 good 
formula. 

Mr. Scripner. Are you talking now of gross amount, that is, dollar 
amount of insurance written ? 

Mr. Curtis. Yes. I am just talking about growth in the industry. 

In other words, let us take the 1942 formula. I do not care about 
the details of the formula. The fact remains that it produced great 
revenues at one time and then it produced no revenues; and now it 
produces great revenues if it were applied this year, but it has no rela- 
tion at all to what is economically occurring in the industry. On that 
basis I would say it is a pretty poor formula. So I am then raising 
the question in regard to the 1955 formula: Does it reflect economic 
growth and what is occurring in the industry? If it does reflect eco- 
nomic growth I suggest maybe we have latched on to something that 
might be of value. That is the point of this question. 

Mr. Scrisner. Both the 1942 formula and the 1955 formula are 
based on the determination by the Secretary of the percentage of net 
investment income which might be free. 
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Mr. Curtis. That is not the question I am directing you to. Iam 
directing you to this: As a test of any formula whether or not the 
formula turns out to be good, it should reflect what is occurring eco- 
nomically in the industry, should it not? 

Mr. Scrrpner. You mean if the formula turns out just by chance 
to be good, although it has no relationship to the other standards you 
are measuring it by. 

Mr. Curtis. I would suggest that probably if it does reflect what 
is occurring economically it is due to our ignorance if we do not 
realize it has tied into something that actually does measure ecoonmic 
reality. I am just trying to look for methods w hereby we can test 
whether a permanent formula is good or bad, and it seems to me one 
that would reflect what is occurring economically in the industry is 
about the best test we could use. 

Mr. Scripner. Certainly this is an area that we should look at and 
we would be glad if we can secure the material. 

Mr. Curtis. The thing that struck me is saying that the 1955 formula 
is no good, that there has been no attention p: aid to these criteria. I 
have read the heari ings, for instance, in the Senate where all the talk 
was rel: ating to how much money the Treasur y would get over a par- 
ticular year, not whether the formulas were any good. There was 
nothing ‘abd about the fact that the 1955 formula has produced more 
revenue each year. But the critical question is: Has it produced 
enough? In other words, has it actually produced revenue gain to the 
Treasury in proportion to the economic growth of the “industry ¢ 
And I think that would be a very important factor to be determined 
and should be projected in testing any formula. 

I would go on to make the further suggestion that I made back sev- 
eral years. It seemed to me that our difficulty in dealing in this field 
lay primarily with one form of business that life insurance companies 
write, which is the participating long-term policy. I suggested we 
might segregate the different types of business that the life insurance 
companies write, like the term, for example, health and disability, 
pensions, annuities, where we can apply a realistic rather than an in- 
dustry average, we could apply a realistic tax to those forms of business, 
including even this question that has been raised about these earnings 
that are derived from underwrit ing profits. I think when we analyze 
underwriting profits, we see most of them occur in a special type of 
insurance, which is the term, weekly payment type of insurance. 

So the suggestion I am making is that maybe if we would separate 
the various types of business that insurance companies write to see 
how many of those we could tax realistically, leaving alone this one 
area where, because of its nature, the long-term type, leaving it to the 
1955 formula, perhaps we might come up with an answer with a further 
suggestion that if the 1955 formula actually has been reflecting eco- 
nomic growth. And the question would be: Has it been reflecting it 
sufficiently? Then if that were true, then all we would have to do 
perhaps would be to change the percentage to be more realistic, because 
I remember when we set the percentage at 85. We were sort of guess- 
ing. We were taking our previous experience, when we now have more 
experience. Perhaps that would be the way out of this. 

That is all, Mr. Chairman. 

The Cuarrman. Mr. Ikard will inquire, Mr. Secretary. 
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Mr. Ixarp. Mr. Secretary, I hear it stated that under the total in- 
come approach that the only tax that would be collected from the 
mutual would be from growth of surplus, while the stock companies 
would pay on more than this. I wonder if you or Dr. Smith would 
like to comment on that. 

Dr. Smiru. I do not believe that is an altogether adequate state- 
ment, Mr. Ikard. The stock and mutual problem that you have re- 
ferred to and the possible distinction is one of the areas that we are 
particularly concerned with. 

Mr. Ixarp. I know that, yes. 

Dr. Smiru. And as other previous members of the committee have 
asked, if we were concerned to see if there was no differential advan- 
tage, this merely raises that same problem again. One of the problems 
that has given us concern is the possibility that a net operating gain 
approach, as is indicated by one of the provisions of the McCormack 
bill itself, proposes a need for a floor. ‘That has given us a good deal 
of concern lest a few companies in a brief period of time might get a 
competitive advantage. 

The floor proposed there is one possibility. Under this combina- 
tion that Mr. Scribner referred to earlier, that would again provide 
another form of floor in that the free investment income segment 
which has been the method of taxing for a good many years past would 
itself constitute a floor and would not be subject to manipulation. It 
is our feeling that whatever does come out should maintain to the ex- 
tent possible competitive equality between the companies, 

Mr. Ixarp. As I understood, in response to questions that the chair- 
man asked some time ago, you will have a memorandum on this so- 
called compromise formula—I think Mr. Simpson called it this, and 
for lack of a better term, I will do the same. 

Dr. Smiru. We like to think of it as a combination in that it brings 
together elements of both. 

Mr. Ikarp. Combination formula, then. You will have a memo- 
randum on that available to us, did I understand you to say, tomorrow ? 

Dr. Smiru. Yes. We shall have it tomorrow. 

Mr, Scrrpner. We shall try to have it tomorrow morning. 

Mr. Ikarpv. And, Mr..Chairman, sometime before the hearings are 
concluded, we will have an opportunity to maybe go over it with Dr. 
Smith and the Secretary ¢ 

The CuHatrmMan, Yes. 

Mr. Ixarp. Before we adjourn the hearings ? 

Mr. Scripner. Yes, indeed. We will be glad to. 

The Cuaurman. Yes. If it is desired that we have it in open hear- 
ings, we could. 

Mr. Ikarp. We can determine that later. 

The Cuatrman. Certainly, either in open hearings or in executive 
session, if that will be helpful to you. 

Mr. Ixarp. Yes. That is all. 

Mr. Baxer. Is Dr. Smith going to testify ? 

The CuHatrrman. No. Dr. Smith is accompanying Mr. Scribner, 
and for the purpose of questions of detail I assumed that Mr. {scribner 
wants him to answer. 

Mr. Baker. I have another question of Dr. Smith. 

The Cuatrman. Mr. Baker will inquire. 
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Mr. Baxer. On capital gains and losses, I understand it to be that 
the reason capital gains and losses have never been taken into account 
over a long-range period is that since this investment income is more 
or less the business life of life insurance companies, the theory is, or 
is it, that one balances out the other, and that has been the theory ; has 
it not ? 

Mr. Scrisner. Dr. Smith? 

Dr. Samiti. I do not believe that it has been dignified by a theory, 
Mr. Baker, at least in our mind it has not been. I think it is more of 
a happenstance. It has been an approach of taxing only a segment 
of the income, the investment income, and the definition was not ex- 
tended to include capital gains. 

Mr. Baxer. Let us go clear back to the beginning, then, very briefly. 
What justification, if any, is this for capital gains and losses? 

Dr. Synrn. It is our opinion that there is no justification. 

Mr. Baxer. Then I will advance from the start. Do you have any 
figures as to what that will amount to from the standpoint of revenue, 
if we applied the same capital gains and loss treatment to life insurance 
companies that I pay and corporations pay? 

Dr. Smirn. We do not know. On balance it will be a plus item 
and we think that reasonably it should be taken into account whether 
it is a plus or minus item, one additional point that members of this 
committee will particularly recall, in connection with H. R. 8381 and 
other technical revision bills, there have constantly been problems of 
closing loopholes by which ordinary income was converted by unnat- 
ural arrangements into capital gains. The complete exclusion of cap- 
ital gains, of course, gives a stil] greater temptation te dothat. So it is 
our feeling it should be included. We think it will be an annreciable 
plus item for the industry as a whole. For certain companies it may 
be a minus item and that item should, of course. be taken into account. 

Mr. Baker. You would not hazard a speculation as to how much 
money, would you? 

Dr. Smitrn. In 1957, and this is something from which one con draw 
inference, the life insurance companies, which also had health and 
accident business reported espital gains of $45 million. T donot have 
the figures on the others. That, of course, includes a substantial part 
of the industry. but by no means all. 

Mr. Baker. That would be about $6 million tax? 

Dr.Smitn. No. The net gain at 26 percent rate wou'd be, of course, 
about a quarter of that. 

Mr. Baxer. $6 million? 

Dr. Smirn. Somethine over $10 million—$45 million—— 

Mr. Sapiak. $45 million ? 

Mr. Stupson. $45 million ? 

Dr. Smirn. I said $45 million of net capital gain. 

Mr. Baxer. Between $10 million and $11 million, comparatively 
speaking ? 

Dr. Smirn. Roughly speaking. 

Mr. Baker. That rather amazes me, that that is all it would be. 
That is for 1956? 

Dr. Syarn. That was renorted by companies in 1957 for those com- 
panies that had health and accident business. 

Mr. Baxer. Is there any other exclusion from capital gains and 
losses treatment besides life insurance compan.es? 
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Dr. Smirn. I am not aware at the moment of any other industry 
that has an exclusion. Mutual fire and casualty insurance companies 
yaying under the 1 percent gross income tax alternative would not 
include capital gains in their investment income. 

Mr. Baxerr. Does this exclusion apply to all insurance companies 
or just the life insurance companies ! 

Dr. Smiru. Just life. 

Mr. Baxer. Just life? 

Dr. Smirn. Just life. 

Mr. Baxer. However, the percentage, of course, of life insurance 
income would be much higher than any other kind of companies, I 
suppose. In other words, it would amount to a great deal in insurance 
companies; is that the idea? Most of their income would be from 
ordinary run of the business, rather than investment income? 

Technically, are they excluded from the general capital gains and 
loss treatment by specific exclusion, or is the fact that their sole 
method of taxation is the life insurance section that does not limit? 
Which one is it now? 

Dr. Smrru. I would say it is simply that under present law and for 
some time past they have been taxed only on a segment of income and 
the segment of income by statutory definition does not include capital 

ains. It includes the investment income, that is, the interest, the 
dividend the rental income, if you like. 

Mr. Baker. So it is not a specific exclusion in itself, but operates—— 

Dr. Smirn. I would try to get a figure for the whole thing. As I 
indicated, Mr. Baker, the $45 million is only that part of gain attrib- 
utable to the accident and health companies. 

Mr. Baxer. Is it attributed to life insurance companies that issue 
health and accident policies ? 

Dr. Smiru. It is the entire amount of capital gains reported by 
those companies which do the accident and health Goakeaen Of that 
$45 million, only a little over $1 million, $1,074,000, was the part of 
the total of $45 million which was attributable to the accident and 
health business of those companies. But the total amount by all of 
the companies would, of course, be larger than the $45 million. 

Mr. Baker. What percentage and ratio would that bear on the com- 
panies, $45 million ? 

Dr. Smiru. The $45 million reported by the companies doing acci- 
dent and health business consists of 181 companies out of something 
over 1,300 total companies, but I do not have the breakdown with me 
at the moment in terms of the relative sizes of those companies. 

Mr. Baker. Are the big ones in that one-hundred-some-odd ? 

Dr. Smiru. Most of the big ones, I think. 

Mr. Baker. Most of the big ones ? 

Dr. Smrru. Yes. So it would not be a proportionate in the indus- 
try. Iam sorry I do not have the figures here, Mr. Baker. We will 
try to develop them and certainly get them. 

‘Mr. Baxer. There is one other subject that is going to come up 
later, but maybe it deserves just a tiny bit more thought. That is this 
new line of credit insurance that Mr. Curtis talked about, and where 
there is not much risk involved, and, therefore, profit is high. Have 
you undertaken to derive a formula for reaching that in an equitable . 
manner? That seems a little difficult to me, but it may not be. 
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Dr. Smrru. It has been our theory and our firm belief that the profits 
for those sorts of companies that are doing primarily a specialty 
business—I believe that is the phrase that is used, and there are a 
variety of specialty businesses—are best reflected by the net operating 
gain figure. It may be, of course, that the investment income is ver y 
small because operating, for instance, on a term type policy, there is 
not much in the way of capital accumulation. There is not a very 
large savings element. 

So our presumption has been, working from the net operating gain 
reported by the company is the best measure. Under this combina- 
tion formula suggested or under the basic formula suggested by the 
Treasury to work from the net operating gain we feel that the variety 
of forms of income from the variety of specialty activities would be 
reflected there rather than developing a special—— 

Mr. Baxer. You are applying a corporate approach to that oper- 
ating gain on that class of business ? 

Dr. Suir. That is right. 

Mr. Baxer. I do not know whether this should come from the 
Treasury or from the industry. But I would like to have in the record 
some figures showing the extent of that business and something about 
its growth over, let us say, the last 5 or 10 years. Do you have those 
figures ? 

Mr. Scrisner. I would think the industry, perhaps, would be the 
best source for that, because we would have to get them from industry. 

Mr. Baxer. Of course, if you have them now, let us put them in. 
If you do not, I will undertake to get it from the industry. 

Dr. Suir. What we have are the { figures as published in the Fact 
Book put out by the industry. 

The CHarrMan. Let us put that in. 

Mr. Baker. Yes. 

The CHarrman. Without objection that information will appear 
at this point in the record. 

(The information referred to follows :) 


COMMENTS ON H. R. 13707, 85tTH CoNnGREss, 2p SESSION, A BILL RELATING TO THE 
TAXATION OF INCOME OF MuTUAL LIFE INSURANCE COMPANIES, INTRODUCED BY 
CoNGRESSMAN McCorMACK (BY REQUEST) AvGuUST 7, 1958 


(Submitted in response to the request of Congressman Baker as a supplement to 
the testimony of the Treasury Department before the Subcommittee on Internal 
Revenue Taxation of the House Ways and Means Committee, November 17, 
1958 ) 


H. R. 13707 is based upon the net oper ating gain approach. A minimum tax 
is also provided, patterned after the 1955-57 stopgap formula, revised to provide 
a 100 percent deduction with respect to net investment income allocable to pension 
and annuity business. The bill is specifically limited in its application to mutual 
life insurance companies. 

Since H. R. 13707 relies upon a minimum tax based upon investment income, 
the bill possesses some similarity to the combination plan outlined in the adden- 
dum to the Treasury statement. 

In its net operating gain features, H. R. 13707 incorporates a series of special 
deductions and deductions for “an additional fund for the protection of policy- 
holders.”” The cumulative effect of these deductions, some of which are duplica- 
tive with respect to certain classes of business, would reduce the estimated tax 
liability of mutual companies as a group under the bill below the amount they 
would have paid under the 1955-57 stopgap. 

These deductions are briefly listed below. It is estimated that the aggregate 
amount of these proposed deductions for the entire industry, mutual and stock 
companies, would be about $600 million at 1958 income levels. 
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SPECIAL DEDUCTIONS 


1. One dollar for $1,000 of life insurance in force, the deduction not to exceed 
$50,000. 

2. Two-tenths of 1 percent of reserves for individual nonparticipating life 
insurance contracts, including obligations under related supplementary con- 
tracts, advance premium payments, and similar related reserve items, this 
deduction to apply in each of the first 25 years under the proposal. 


DEDUCTIONS FOR AN ADDITIONAL FUND FOR THE PROTECTION OF POLICY HOLDERS 


8. Three percent of the increase’ in total life insurance and annuity reserves 
and related reserve items. 

4. One percent of the increase in reserves for individual nonparticipating life 
insurance contracts and relateg reserve items, 

5. Two dollars for each $1,000 increase in the amount of life insurance in force 
under individual and group contracts. 

6. One dollar and seventy-five cents for each $1,000 increase in the amount of 
life insurance in force under individual nonparticipating life insurance contracts. 
7. Thirty percent of the increase in the net premiums for disability, accidental 
death, and health and accident coverage. 

8. Two and one-half percent of the increase in the pension plan reserves. 

No ceiling limitation is provided under H. R. 13707 on the cumulative total of 
these deductions. 

To date, the sponsors of H. R. 13707 and other representatives of the industry 
have not established to the satisfaction of the Department nor has the Depart- 
ment been able to ascertain the justification for the variety of special deducions 
and additional deductions except for the fact that in the aggregate these reduce 
the tax liability of the mutual companies below the amount they would have paid 
under the 1955-57 stopgap. 

As previously indicated, the bill provides for a minimum tax. Because of the 
above-mentioned special and additional deductions most companies apparently 
would be subject only to the minimum tax provisions of the bill. In the light of 
present industry conditions resulting in an increased margin of investment income 
above policy interest needs, the minimum tax provisions of H. R. 13707 would 
appear to be inadequate. 

In addition to the above provisions, H. R. 138707 also contains a number of 
incidental features, including provisions in the areas of capital gains and losses, 
noncancellable health and accident insurance business, and others, which appear 
to have undesirable aspects. 

Mr. Baxrr. Just one question so we can keep going on with it. 
What is the amount of it, say in 1957? The last available date you 
have. 

Dr. Smiru. The amount of credit life insurance in force in the 
United States was $19,748 million. 

Mr. Baxer. That isthe amount of insurance ? 

Dr. Smrrnu. Insurance in force, and that is broken down between 
3,523 million individual policies so-called and 16,225 million group 
insurance policies. 

Mr. Baxer. I would like to have supplied for the record, then, if 
you applied the corporate approach to that, how much revenue would 
be involved. That can be done later if you do not have it now. 

Dr. Smirn. This is the amount of insurance in force. That is not 
the income derived from it. 

Mr. Baxer. I mean applying the corporate approach to the earnings 
which you discussed on that type of business. 

Dr. Smrru. This is not the earnings. 

Mr. Baxerr. I understand that. Of course $19 billion insurance in 
orce. 





1In this and other proposed deductions based on an increase in reserves or other items, 
provision is made that a decrease would result in an upward adjustment of taxable income, 
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Dr. Smirn. It is very hard to break down the net operating gain 
into its fragments by types of policies. 

Mr. Baker. But you would have to do it if you wrote it into the 
law. Am I making myself clear? How much money would it get 
out of it, if you applied your suggestion to that type of insurance? 

Dr. Smirn. We are suggesting, Mr. Baker, the net operating gain 
approach to all types of insurance. 

Mr. Baxer. I understood you to say awhile ago that in order to get 
this rapidly growing new type certainly that is a typical illustration, 
as I understood your testimony, and I am not trying to say what your 
testimony is, for applying the corporate approach, if we did not do 
it to the other. How much money would he involved if we applied 
it to that portion of the income? 

Mr. Scripner. Mr. Baker 

Mr. Baxer. Yes. 

Mr. Scripner. I think that those figures should come from the in- 
dustry. As I understand it, what you would like to know is how much 
of the gross dollar amount of their business for the last several years 
came from this type of business and what profit they now say they 
realized on this business. 

Mr. Baxer. Of course, the next step would be how much revenue 
would we get if we applied it to that proportion of the corporate 
income? 

Mr. Scrrpner. Exactly. I do not believe we have those figures at 
the present time. In order to secure them we would have to go to the 
companies that write the business and ask them to give us that material 
if they have it. They may not keep their books so that even they can 
pull it out. 

Mr. Baker. That isall. 

The Cuarrmman. Mr. Ikard has another question. 

Mr. Ixarp. I have just one question. I do not want to belabor the 
pint. I go back to the question I asked a moment ago. Just what 
“ xes under the total income approach would the mutuals pay besides 
that on growth surplus ? 

Dr. Suarn. I have been thinking of your question since you asked it. 
I gave a more generalized answer. I think, in general, the statement 
is correct, that it would be on the growth in surplus, and for the stock 
col..panies it would be, in effect, the growth in surplus, plus the income 
('stributed to stockholders as distinguished from policyholders. That 
isa correct statement. 

“tr. [karp. That isall. 

“he CrarrMAN. Mr. Simpson. 

«= Sarr. The’ ‘or asking me the question again. 

"r. Ikarp. It was bothering me. 

tr. Srxrpson. In ceneral, I have had the idea that the capital gains 
: X ‘s oppressive, that it tends to prevent transactions in business, that 
»e ple are inclined not to sell their securities if they have to pay a tax 
and to that extent it ties up money in securities. Is that good think- 
ing? 

Dr. Smrru. There are very good arguments to that effect, Mr. Simp- 
sO]. 

Mr. Smupson. If I am correct, that far, then if we impose a tax on 
he capital-gains vrea ¢f ‘he insurance inves‘ment we will be tending 
to hamper their doing business and maybe hurting them. I would 
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rather see us relieve the burden in the general field of capital-gains 
taxation, and I do not like the Treasury advocating increasing the 
capital-gains burden on insurance people. 

Dr. SmitH. There are very good arguments for that, and nothing 
suggested here indicates support for capital-gains taxation in the 
abstract. But, so long as we have it, it seems to us that it is reasonable 
that it should also be “applied to life-insurance companies, but that is 
without prejudice to the more basic question that you raise. 

Mr. Srmpson. So long as we have it, we ought to soak them all. 

Would you care to comment on whether we ought to reduce it or 
remove it? 

Dr. Smirn. I think that is going beyond something that I am pre- 
pared to comment on today. There are very good arguments in that 
respect. 

Mr. Stmpson. I think we ought to reduce it. 

The Cuairman. Mr. Curtis will inquire. 

Mr. Curtis. Mr, Secretary, in the study conducted by the Treasury, 
did you consult with the State commissioners in the States at all ¢ 

Mr. Scripner. No, sir; not at the present time. 

Mr. Curtis. We found in our previous studies that they were very 
helpful in answering such questions as proposed here, whether or not 
such types of businesses, business written, could be segregated and are 
segregated on the books, and so forth. In order to pursue the philoso- 
phy that I would pursue at any rate, I was trying to segregate all 
other forms other than this one seemingly complicated, which is the 
long-term type of policy, that they would be very helpful in telling 
us whether they can be segregated and whether or not insurance com- 
panies presently do segregate that type of business, so that we can 
determine whether we can tax those on a realistic basis. 

It is my judgment that we can tax almost every type of business 
except the one I mentioned on a realistic basis. We do not have to go 
to the industry averages or theory. 

Mr. Scrisner. J think your suggestion that that is an area of secur- 
ing information and comment is excellent. 

The CHatrMANn. Mr. Secretary, just 1 or 2 further questions. 

What is the logical basis for the 50 percent — in the second 
step of the so-called compromise suggestion? If it is the desire to 
tax insurance companies on an indiv idual basis on all a their earnings, 
that may constitute more than merely net investment income. Then 
why 50 percent? Why not 100 percent? Why not 75 percent ? 

Mr. Scrisner. Mr. Chairman, the suggestion of taking only a frac- 
tion was to give some recognition to some of these problems of dif- 
ferent types. 

I will ask Dr. Smith to give you a little more detail on that. 

Dr. Smirn. It is recognition of the fact, Mr. Chairman, that it 
comprises the more controversial elements. It is also recognition, in 
part, of the fact, that some of the representatives of the industries 
have proposed very large deductions which, as Secretary Scribner has 
indicated, we do not feel are consistent or a »propriate from the net 
operating gain approach and to include nts a segment of the net 
operating gain over and above the reinvestment income would in a 
sense give a rough rule-of-thumb recognition for the controversial 
element of that. 
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One additional point that I want very much to get into the record 
is that it reaches those companies that are primarily receiving their 
incomes from the other forms than free-investment income. ‘Tf for 
instance, the overwhelming bulk of income is net operating gain as 
distinguished from free-investment income then we feel that the re- 
duction by 50 percent would not be appropriate, that the full amount 
should be taken into account for those specialty companies. 

The Cuamman. Then you would not apply the rule of 50 percent 
of your remainder across the board to all companies? 

Dr. Suir. That is right. 

The Cuarrman. In computing the total income step in your com- 
bination plan would you provide for deductions, such as those which 
are included in H. R. 13707 or not? 

Dr. Smirn. I would think probably not. 

The Cuarrman. Is it your thought, then, that the 50 percent rule 
is appropriate here and logically sound in the interest of—I do not 
know whether to use the word or not—simplification, because this 
may be rather complicated, but certainly to avoid computation of de- 
ductions ? 

Dr. Smirn. Yes, I think that is one of the attributes of it. 

The Cuarrman. Did you reach the conclusion then, that if you 
taxed on the basis of 100 percent of the remainder and provide for 
deduction, that the deduction will amount to approximately 50 per- 
cent ? 

Dr. Smiru. No. We have not pushed—this combination form is a 
thing that has been developed so recently that ramifications of sta- 
tistical comparisons of that sort have not been fully developed. 
Those are the sort of things that I would think further considera- 
tion, if the combination seemed worthy of further consideration, 
should be developed. 

The Cuatrman. Did I understand you to say that you have no de- 
ductions under this second step at all ? 

Dr. Smirn. As the Secretary’s letter indicated, it might be appro- 
priate to have deduction for preliminary term insurance, yes, those 
that were mentioned in the letter, but not those numerous ones, many 
more numerous ones that are included in H. R. 13707. 

The Cuatrman. In other words, you would provide for those deduc- 
tions mentioned in the Secretary’s letter and then tax the 50 percent 
of that which remains ? 

Dr. Smirxn. The ones that were mentioned favorably in the letter. 
He mentioned several that might be considered. 

The Cuatrman. I understand; participating policies and things of 
that sort. 

Dr. Smiru. That is right. 

The CyHatrMan. You would deduct from the remainder before 
dividing by half? 

Dr. Smiru. Yes, sir. That is in line with the thought. 

The CuarrMan. This is not, then, a strict total income approach, is 
it? It would have to be called a compromise with respect to that 
approach. 

Dr. Smiru. Yes, insofar as it allows certain other deductions. 

The CHarrmMan. With a floor? 

Dr. Smiru. Yes. 
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The CuarmrMan. So that you would get most of your revenue as a 
result of the application of the floor ? 

Dr. Smiru. That is right. 

The CuatrMaNn. This floor is the retention of the historical method 
of taxing life insurance companies. ' 

Dr. Smiru. That is right, except for the relatively small fraction 
of the companies, or at least small fraction of the total business where 
there is instead of that source of income primarily the income arising 
from the other sources. 

The CuarrMan. I am speaking now with respect to that segment of 
the industry that would fall within the 50 percent rule. 

Dr. Smiru. That is right. 

The CHarrman. Actually when you give credit for the deductions 
before dividing the part that is subject to tax you are not following the 
strict rule of total income approach ? 

Mr. Scripner. That is correct. 

Dr. Smirn. That is correct. 

The CuatrmMan. That is the reason this would have to be then a 
compromise. It is not a compromise, however, with respect to the net- 
investment-income approach. If we adopt a rule there for purposes 
of the floor, we go further, do we not, than we have ever gone in that 
theory except in 1950? 

Dr. Smiru. In a sense it might be called a compromise there because 
the negative element would be applied as a deduction to the net in- 
vestment income. 

The Cuarrman. Is it realistic and is the compromise realistic? Is 
it logical in its assumption that the primary base for taxing life in- 
surance companies must continue to be the net-investment-income ap- 
proach? It would be from the first step that you would get most of 
your revenue. 

Dr. Smirn. I think it is logical, Mr. Chairman, in the sense that 
the bulk of the net operating gain comes from the investment income 
component for the industry as a whole. 

The Cuarrman. That is what I wanted to ascertain, if in your 
opinion the bulk of the net operating gain comes from investment 
income. 

Dr. Smirn. For the industry as a whole. 

The Cuatrman. The industry as a whole. 

The further aspects of your second step involving total income ap- 
proach company by company will be developed, I am sure, Mr. 
Secretary. 

Mr. Scripner. Yes, sir. I think we can address ourselves to it 
better. 

The Cuatrman. Are there any further questions? 

If not, the committee will adjourn until 1:30 this afternoon with 
Mr. Adams as our witness. 

(Whereupon, at 12:07 p. m., Monday, November 17, 1958, the sub- 
committee recessed to reconvene at 1:30 p.m. the same day.) 


AFTERNOON SESSION 


The Cuarrman. The subcommittee will please come to order. 
Our next witness is Mr. Claris Adams, executive vice president and 
general counsel of the American Life Convention. 
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Mr. Adams, we have known you for a number of years. We are 
pleased to have you with us this afternoon. 
You are recognized. 


STATEMENT OF CLARIS ADAMS, VICE PRESIDENT AND GENERAL 
COUNSEL OF THE AMERICAN LIFE CONVENTION; ACCOMPANIED 
BY A. N. GUERTIN, ACTUARY OF THE AMERICAN LIFE CONVEN- 
TION; R. E. IRISH, PRESIDENT OF THE AMERICAN LIFE CON- 
VENTION AND PRESIDENT OF THE UNION MUTUAL LIFE IN- 
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SURANCE CO. 


Mr. Apams. Mr. Chairman and gentlemen of the subcommittee, my 
name is Claris Adams. I am executive vice president and general 
counsel of the American Life Convention, a trade association com- 
posed of 275 legal reserve life insurance companies domiciled in 44 of 
the 49 States of the Union. In the aggregate, these companies have 
more than 95 percent of all the life insurance in force in the United 
States. 

At this point I must make some personal introductions. 

I have with me Mr. R. E. Irish, president of the Union Mutual In- 
surance Co. of Portland, Maine, and who is the president of my organ- 
ization this year; Mr. A. N. Guertin, actuary of our organization; 
Mr. H. F. Rood, vice president of the Lincoln National Life Insurance 
Co. and chief actuary, immediate past president of the society of actu- 
aries; and Mr. Norman Hughes, chief actuary and vice president of 
the National Life Insurance Co. 

They were 2 of the 3 experts provided by the industry to the Secre- 
tary of the Treasury at his request in their conferences in 1956. 

This testimony is too long, and I apologize, except this, Mr. Chair- 
man: This is supposed to be the final lap of a 35-year race. I have been 
in it for 30 years. I have tried to follow the directions of your letter 
to meet not by generalities but specifically the issues involved on both 
the investment income and the total income point. 

Now, that involves an analysis of the very nature of life insurance. 
I will do the very best I can. And since I am the only witness, I 
hope if I run over a few minutes, you will not object. 

The Cuarrman. Let me interrupt long enough to assure you and 
all other witnesses that we are not operating with any time limit with 
respect to any witnesses. So long as you deal on the issues and throw 
light on the problems that are before this subcommittee, there is no 
need to apologize for the length of your testimony. 

Mr. Apams. I am appearing by directive of my executive commit- 
tee to support a resolution adopted by the American Life Conven- 
tion at its regular annual meeting on October 9, 1958. The resolution 
favors the enactment of a sound investment income type of life in- 
surance company tax bill. The resolution was passed by an over- 
whelming voice vote and no one made the futile gesture of asking for 
a rollcall. There were some abstentions and a few dissents. 
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Since membership in our democratic organization does not require 
individual conformance to organization policy, some of these dissent- 
ers will appear at these hearings advocating a position slightly dif- 
ferent from my own and some will support one wholly different. 
Some of these witnesses will represent companies among the largest 
in the United States which outweigh in assets and outnumber in 
policyholders the overwhelming number of companies which voted 
for this resolution. 

I am making this statement in the interest of fairness and not with 
any naive idea that a resolution by a trade association is determina- 
tive of legislation. 

However, the Life Insurers Conference and the National Associa- 
tion of Life Companies as well as a number of State organizations 
have passed similar resolutions. They will have official spokesmen. 
The Life Insurance Association of America alone of whose approxi- 
mately 120 members 116 belong to the American Life Convention, has 
‘alled no membership meeting and has taken no position. 

In my testimony I shall make the following principal points: 

1. In view of the long-term nature of the life insurance business, 
its operations do not fit logically nor practically either into the philos- 
ophy or the structure of the corporate income tax which is a profits 
tax calculated on an annual basis. One year’s results in connection 
with contracts running as long as 50 years or more in the future and 
representing large contingent liabilities is too small a segment of ulti- 
mate experience on which to predicate a valid measure of current 
profit or loss. 

2. Life insurance is unique in this respect. The mutuals dominate 
the market and fix the competitive pattern of the business. In fact, 
the six largest mutual companies have more than half of the life 
insurance in force in the United States and an even larger propor- 
tion of the assets of all companies. 

In 1957 they sold more than half of all new life insurance written. 
Therefore, no form of corporate income tax which is unsound or in- 
appropriate to mutual operations is valid or reasonable in its applica- 
tion to the business as a whole. 

3. I shall prove that the only taxable income of a mutual life in- 
surance company is its investment income. This proposition is not 
based on tax theory. It is a simple statement of a demonstrable fact. 

4. The application of the so-called total-income approach to the 
operations of a mutual life-insurance company is philosophically 
unsound and impractical in operation. Furthermore, uninformed 
opinion to the contrary, unless a total-income plan includes sufficient 
major artifices to change the whole basis and character of the tax so 
far as it applies to companies with more than two-thirds of all the 
corporate taxable income, the yield under such total-income plan will 
probably not be more but less for such companies than under a sound 
investment income method. 

5. As a practical matter, due to the very nature of life-insurance 
operations and because of the accounting methods imposed by State 
regulatory authorities, the total-income method is incurably discrimi- 
natory between companies. Such discriminations may be reduced by 
devices which depart from the basic philosophy of this type of tax, but 
cannot be eliminated because they are inherent. 
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I shall discuss to what extent hodgepodging a plan which purports 
to be based on the total-income theory, but is gelded into something 
entirely different, would make it workable. 

6. Stock and mutual companies sell a similar product to the same 
public for an identical purpose. Since stock companies must sell their 
wares in one of the most fiercely competitive markets in America which 
is already dominated by their large mutual rivals, any significant dif- 
ferential in the tax burden would cripple the stock companies, particu- 
larly the smaller ones, and ultimately would drive them into mutual- 
ization or force them out of business. 

7. However, there are differences between stock and mutual opera- 
tions which may legitimately be recognized in the income-tax laws. 
Although, as I shall demonstrate, a yearly tax return under a total- 
income law cannot be a valid measure of annual profit and loss in the 
operations of a stock life-insurance company, yet when, if, and as 
profits of stock companies do emerge and become identifiable and are 
subject to distribution to stockholders, they properly may be, and, as 
a matter of fact, should be, taxed just as profits made in any other 
form of capitalistic enterprise. 

8. Although, in my opinion, the Mills law is well-considered legis- 
lation and is fundamentally sound both in its philosophy and struc- 
ture, there have been some shocking examples of tax avoidance grow- 
ing out of a latent defect of which some smart operators who con- 
centrate on special lines instead of a general life-insurance business 
have taken legal advantage. This loophole can be closed easily and 
simply, and it should be closed. 

9. I unreservedly agree with my mutual friends that, particularly 
in view of the unique and unprecedentedly heavy taxes levied by the 
States on life-insurance operations, the cumulative tax burden im- 
posed by the Mills law constitutes in the aggregate a very heavy charge 
upon policyholders for the mere privilege of saving their own money 
for the protection of their families in the event of untimely death or 
alternatively laboriously accumulating a modest competency for their 
old age. 

Incidentally, I shall bring up the point that Congress has a respon- 
sibility for this tax because in Public Law 15 it not only ceded regu- 
latory power to the States but approved of the taxing power of the 
States. And taxation by the States which would have been declared 
undue restraint upon interstate commerce except for Public Law 15 
was upheld because Congress declared that it was the policy of Con- 
gress to permit the State this extraordinary type of taxation. 

And, therefore, I think that the two things are bound together. 

The total of these two exactions renders life insurance the most 
heavily taxed form of thrift in the United States. It is taxed here 
more heavily than it is in either Canada or Great Britain. 

I sincerely feel that policyholders are carrying a heavy tax burden 
now and that if the Mills law is amended to reach the emerging profits 
of stockholders and loopholes are closed to put an end to a few but 
lurid examples of tax avoidance, it is a sound and proper basis for per- 
manent legislation. 

10. I also believe that now as in the past, in determining the level of 
taxation which to a very large degree will necessarily fall directly on 
the more than 100 million policyholders of the Nation, many of whom 
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do not have enough income to be taxpayers otherwise, consideration 
should be given to the manifold social benefits generated by this great 
thrift institution operated as a private enterprise upon which the peo- 
ple of the country rely as on no other instrumentality for their perma- 
nent savings and the protection of their families against public 
dependency. 

Those are my points. 

Ever since hoes has been a corporate income tax law, there has been 
a recurrent life insurance company income tax problem. 

For many years, through numerous administrations, and a number 
of Congresses of changing political complexion, many informed and 
purposeful men of acknowledged ability and astute minds have ad- 
dressed their attention ¢o this } question. There have been numerous 
congressional hearings upon the subject and innumerable conferences 
through the years w ith T reasury staffs and technicians whose function 
it is to advise C ‘ongress on matters relating to taxation. 

Eight different laws have been enacted; some of them based on 
conflicting theories ranging all the way from an abortive total income 
tax form to a straight-out excise tax levied on investment income. 
Some were very complicated; some were very simple. Several of 
them seemed quite promising at their launching. 

Unfortunately, none of them stabilized into ‘permanent orbit. For 
almost, 10 years, life insurance companies have operated an essentially 
long-term ‘business dealing in a product of guaranteed price under tax 
laws which expired by their own terms at the end of each calendar 
year. 

Such a record of frustration cannot be rationalized reasonably as it 
has been in some quarters either in terms of Treasury ineptitude, con- 
gressional lethargy, or an intransigent industry. It must be obvious 
that if there were a simple and easy answer to this problem, it would 
have been found long ago. There must be some major, fundamental, 
and inherent difficulty in fitting the operations of the life insurance 
business into the conventional structure of the corporate income tax 
law. There is, as I shall demonstrate. 

Life insurance is very simple in conception but complex in structure 
and complicated in operation. Not only are life insurance companies 
different. from other corporations but they differ greatly from each 
other. 

Maintaining tax equity between established competing enterprises 
and, more importantly, between the policyholders of individual com- 
panies is a problem which bristles with difficulty and can probably 
be achieved only with a reasonable degree of fairness which falls con- 
siderably short of exactitude. Basing long-term tax policy geared 
to current conditions with an attempt at nicety has been the fault of 
a number of measures when applied to a long-term operation neces- 
sarily subject to the serious impact of important and recurring 
changes in our economy. 

Life insurance in the United States is conducted by two types of 
companies—mutual and stock. They both oper ate on the level 
premium basis. Under this plan, the same premium is charged the 
policyholder during the life of the contract although obviously the 
risk of death increases with advancing age. 

As a consequence, there is a considerable margin of premium in- 
come over policy claims for any large group of policyholders in the 
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early policy years which must be reserved to take care of the inevitable 
deficit which will occur later. In order to be safe, such margins, at 
least up to a given amount, must be held and set up on the books of 
the company as a reserved liability to take care of future policy obli- 
gations. 

Such reserves are required by law. 

Stock company actuaries calculate nonparticipating premiums 
based upon their estimates of future mortality experience and their 
projection of what the expenses of operation attributable to such poli- 
cies will be over the life of the contract and then discount the result 
by the interest return which the management feels justified in assum- 
ing that it can earn upon investment of its assets. 

The company then guarantees this rate for the life of the contract. 
It assumes the risk of the transaction and pledges its capital to the per- 
formance of the contract. 

In the case of a mutual company, there is no independently con- 
tributed capital. Operating funds are provided by the policyholders 
themselves in the form of a redundancy in the premiums. Since 
mutual companies have no capital, their actuaries ordinarily make 
their premium calculations on a more conservative assumption as to 
mortality cost, operational expenses, and investment return, which 
result in a premium high enough not only to pay claims and meet 
expenses but to provide margins which together with investment in- 
come will permit a modest surplus for possible contingencies. 

In every mutual or participating premium, there is a conscious over- 
charge, which to the extent that actual experience justifies, will be 
returned to the policyholder each year in the form of so-called divi- 
dends. 

Roughly, mutual or particip: iting premiums average from 15 to 20 
percent gr eater than nonparticipating premiums of stock companies. 
Over a long period of time the net cost of these two operations run 
remarkably close on an analytical basis; at least close enough that 
their. products are usually comparably priced in a fiercely competi- 
tive market. 

However, the mutual companies do have an extra safety margin in 
their higher premiums of significant amount which enables them to 
make partial price e adjustment to conform to changing conditions by 
an increase and decrease in the amount of dividends ‘paid to policy- 
holders. Stock companies do not. 

Because of the level premium system of life insurance whereby 
mutual companies retain large sums as reserves against future liabil- 
ities and invest the same for the benefit of policyholders, the policy- 
holder sustains a dual relationship to the company. On one hand 
he is a policy contract holder and he or his beneficiaries are entitled 
to the proceeds of such policy upon maturity. 

This operation, which is the basic insurance function of the mutual 
company, is conducted absolutely on a nonprofit basis. Premiums 
are collected, claims are paid, expenses are met, and the amount re- 
maining in the premium fund is returned to the policyholder as the 
refund of an overcharge in the form of dividends. 

The company has made no profit. The policyholder has made none. 
There is no logic in levying a corporate income tax which is essentially 
a profits tax on any part. of this aspect of the operation. If every 
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mutual company could be sure that each year its mortality would be 
exactly as estimated and its expenses wield d be precisely as projected, 
there would be no need for surplus and none would be retained. It 
is a safety measure. 

All margins would be returned to policyholders. Obviously, under 
such circumstances, there would not be even an apparent profit to 
anyone and logically no tax would be payable. 

However, by the investment of policyholders’ funds retained in 
reserves and surplus, mutual life insurance companies make very sub- 
stantial profits. They make profits as any other investment con- 
cern does for the contributors to their invested capital. 

By far the major portion of this fund is allocated to the mainte- 
nance of reserves. An appreciable amount is apportioned to surplus 
to provide for future possible contingencies. In addition, however, 
a very substantial amount is distributed to the police’ yholders in aug- 
mentation of and as an unidentified part of the dividends paid to 
policy yholders. 

This puts into clear focus the crux of the argument for the invest- 
ment income basis of taxing mutual life insurance companies. On 
the investment side, their operation is entirely capitalistic. Mutual 
companies earn profits for and account to the contributors of their 
investment fund as any other investment enterprise. These invest- 
ment profits are their only real income. They are their only properly 
taxable income. 

Everything else in the way of receipts is washed out by the pay- 
ment of claims, the expense of operation, and the immediate or ulti- 
mate return of all margins in the form of refunds or dividends. This 
makes the pure insurance operation between the company and all of 
its policyholders add up to zero. 

The classic demonstration of the fact that investment income is the 
only income of a mutual life insurance company was given by the 
late Horace R. Bassford, vice president and chief actuary of the 
Metropolitan Life Insurance Co., a past president of the Actuarial 
Society of America, and one of the most eminent scholars which his 
profession has produced in this country 

In testifying before this committee F ‘ebru: ry 13, 1950 (pp. 658-659, 
Record of Hearings), Mr. Bassford said : 


There is widespread misunderstanding concerning what should be the true 
income of a life insurance company for Federal income tax purposes. The 
premiums paid on a life insurance policy are in essence contributions of capital 
which should not be subject to income tax. This leaves only the interest income 
as a source of taxable income. This can be shown by considering a simplified 
example of how life insurance works. 

Let us suppose that a group of people decided to insure their lives and to do 
so form a mutual life insurance company, of which they are the policyholders 
and only members. Suppose, too, their board of directors took a very cautious 
attitude about investing money and adopted the principle that the funds of the 
company would not be invested to earn interest, but would be simply locked up 
ina vault. The actuary of the company would fix premiums which would have 
to be sufficient to pay claims as they arose, plus running expenses, without the 
benefit of any interest earnings. The amount of premiums would depend on 
the expected longevity of the members, with an addition for expenses. The 
actuary would, of course, take a conservative viewpoint as to both these matters 
in order to insure the safety of the company and knowing that any overcharge 


due to this conservatism would be returned to the policyholders in so-called 
dividends. 
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As time went on the company would collect premiums, pay its necessary 
expenses, pay claims to the beneficiaries of those who died, and accumulate the 
mathematically calculated reserves required under a level premium system to 
pay the heavier claims in the later years of life. In determining its dividends 
to policyholders it would hold back enough to accumulate a reasonable surplus 
in addition to the actuarial reserve, since otherwise a fluctuation in the claim 
experience in 1 year might reduce its funds below the legally required reserve. 

Now, I think you will see that the policyholders as a body, in paying claims 
and dividends and in accumulating reserves and surplus, have enjoyed no real 
income from an income tax view; that is, in this concern that earns no interest. 
They have only been handling money which they had put in and which the 
company merely redistributed without adding 1 cent to it; in fact, the necessary 
expenses of doing business would have diminished the total amount to be 
redistributed. 

The point to be observed is that until there is interest income added to the 
fund there is no real income and hence no basis for an income tax. The premiums 
paid by the members, whether they go into claim payments, into reserves, or into 
surplus, are capital and not income; just as the deposits made in a savings bank 


are capital and not income. 
Of course, in reality, directors would not assume the extremely conservative 


investment position described. Instead they invest the accumulated funds. 
Interest is earned and swells the common fund. This makes it possible to charge 
a lower premium. This accretion of interest to the fund is the only true source 
of income for a mutual life insurance company or its members. A life insurance 
company does not create wealth in any other way than this; it does not, for in- 
stance, manufacture articles for sale. Other than in its investment activities 
it is merely redistributing the policyholders’ capital from the longer-lived mem- 
bers to the beneficiaries of those who died early. The premiums paid in are 
capital, not income. Only interest is a source of income. 

This principle has been endorsed as axiomatic by the spokesmen of 
every mutual company who has appeared before any congressional 
body in the last 35 years, up to and including the hearings before the 
Senate Finance Committee on March 5 of this year. 

As a matter of fact, Gerald W. Swanstrom, general counsel of the 
Northwestern Mutual Life Insurance Co., who will testify at these 
hearings stated in 1954, page 305 of the record, that: 

In the successive tax law since 1921, Congress has defined the true income of 
a mutual life insurance company as that derived from interest, dividends, and 
rents. This theory seems to be the only one on which an income tax levied by 
virtue of the 16th amendment to the Constitution can be justified. 


Because it is the only income that a mutual life insurance company 
has. 

Basing the taxes of mutual life insurance companies on their invest- 
ment income has very great practical advantages as well as absolute 
theoretical validity. It is a simple and stable tax. The cost thereof 
can be calculated by actuaries in determining premiums for long-term 
contracts within reasonable limits of variation. 

It falls with equal weight upon all policyholders of all companies 
who are similarly situated. As stated in the brief submitted to the 
Secretary of the Treasury in November of 1956 by a group of mutual 
companies now identified with the Temporary C ommittee on the Taxa- 
tion of Mutual Life Insurance Companies whose representatives are 
also scheduled to testify tomorrow— 
highly technical and difficult problems are involved in allocating the amount of 
any tax with the various companies. 

The most practical solution, and one which would not produce extreme in- 
equities as between individual policy owners of diffierent companies, is to apply 
a flat rate of tax to each company’s investment income. 
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And on March 5 of this year (p. 47, Record of Hearings, Senate 
Finance Committee), Mr. Dean Davis, \ ieailied of National Life In- 
surance Co., of Montpelier, Vt., speaking at the time as chairman of 
our Joint Tax Committee and’ representing the unanimous opinion 
of that committee as well as the position of the entire industry, gave 
as one of the principal reasons why permanent legislation should be 
based upon the form and structure of the Mills law— 
because the method of imposition is a flat tax on investment income, which we 
believe is the best way to distribute the tax among he different companies and is 
the most nearly equitable to the policyholders. 

As I stated earlier, the proposition that investment income is the 
only proper taxable income of a mutual life insurance company is not 
the presentation of a theory. It is the simple statement of a irre- 
futable fact. However, more is involved in this statement than meets 
the eye. Under the pure total income method of taxation, all divi- 
dends payable to policyholders are fully deductible. 

Therefore, it is obvious that if other receipts and expenses, plus 
dividends, cancel each other out, but the mutual company is permitted 
to distribute tax free a considerable portion of the investment profit 
made for the contributors to its investment fund in the form of 
dividends, a tax on the so-called total income theory may well yield 
léss in taxes because of this escape provision than if such tax were 
levied on some proper proportion of its entire investment income. 

In the McCormack bill they end up with a tax for the larger mutual 
company, for most of them, to pay as much under a total income as 
they would pay under the Mills bill. 

Furthermore, it might seem superficially that a tax, which falls 
equally on the ‘policy holders of all mutual companies, might be dis- 
criminatory against the policyholders of the weaker or less profitable 
companies. However, on the contrary, the total income approach, 
unless hodgepodged into something entirely different in nature, will 
have a practical tendency at least ‘for many years to tax the policy- 
holders of the stronger and more profitable companies less than the 
policyholders of the weaker and less profitable ones. 

This thesis will not rest upon my unsupported statement, but on 
the testimony of a representative in behalf of a number of smaller 
mutual companies, who feel that they would be seriously discrimi- 
nated against under a total income method. Of course, there will be 
similar testimony in behalf of stock companies, both large and small. 

I shall now address myself, first, to what I conceive to be the fun- 
damental philosophic fallacy of the total-income approach as applied 
to life insurance company operations, and, secondly, to the practical 
defects of the plans suggested to alleviate its inherent inequities. 

A tax on the total-income basis is essentially a levy on the annual 
increase in stated surplus. The surplus of a life insurance company 
is the margin between a current valuation of its present assets and 
an estimate of its future liabilities. 

Roughly, 90 percent of a life insurance company’s liabilities at any 
given time are estimates of its future contingent and still unaccrued 
obligations. 

In a long-term business like life insurance, there is the inevitable 
risk that actual results may not conform, and, in fact, they seldom do, 
Ww ith the assumptions in regard to mortality, expenses, and investment 
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return, upon which projected liabilities for the performance of con- 
tracts far in the future are based. 

In the case of any particular company, actual mortality experience 
may vary from year to year in very marked degree. Expense esti- 
mates which also enter into premium calculations are obviously fallible 
and are radically affected by changing economic conditions. The 
assumptions of interest returns on the investment of reserves for 
decades in the future are patently not subject to precise calculation 
and are affected by wide swings dependent not only upon the state 
of the economy but also on gover ‘mental fiscal policy. 

It follows that the results in any given year, as shown by a life 
insurance company’s annual statement, are so much of the product 
of estimates of future liabilities based on probabilities that the results 
themselves are essentially estimates instead of actualities. 

As a matter of fact, the annual statement of life insurance com- 
panies as designed by the National Association of Insurance Com- 
missioners does not show, and never was intended to show, yearly profit 
and loss on company operations, but has only been constructed to reflect 
an overall standard of probable solvency. It cannot be too strongly 
emphasized that the annual statement of life insurance companies is 
not a profit-and-loss statement. 

Since a total-income approach is a tax upon increase in surplus, and 
an increase in surplus as developed by annual statements or the Treas- 
ury tax plan based thereon is dependent upon the increase in the 
margin of the current value of assets of a company over its estimate 
of long-term liabilities, it is important to realize that the company 
itself has a wide area of discretion in estimating such liabilities. They 
are not the same in every company statement. “Its own estimates have 
a direct and major bearing on the surplus shown for annual statement 
or tax purposes or the annual increase thereof and, therefore, upon 
the tax. 

At least 90 percent of the liabilities of the average life insurance com- 
pany consist of its contract reserve. These reserves are required by 
the laws of every State to insure solvency. However, State laws pro- 
vide only a minimum standard of reserve liability. 

In most States, companies are permitted to estimate their reserve 
liability on a basis as low as 314 percent. However, the insurance 
commissioners not only do not object but enthusiastically approve the 
setting up of stronger standards for the greater safety of policyhold- 
ers. Most of the larger and stronger companies calculate their reserve 
liability at 24% percent, and at least 1 very prominent company is 
writing new business on a 2-percent reserve basis. 

There is a vast variation in these different reserve bases. Obviously, 
it takes more money accumulated at 2 percent to meet the obligations 
of a policy at maturity than it does if it is assumed that such reserve 
funds will be increased at 314 percent. 

By rule of thumb, this difference in reserve amounts to approxi- 
mately 10 percent for each 1 percent of interest assumption, so that 
reserves set up on a 2-percent basis will be 15 percent higher than 
reserves set up on a 314-percent basis. This difference, in and of 
itself, is greater than the total surplus carried by all but a very few 
of the very strongest companies. 

It is obvious that every company of every type, whether stock or 
mutual, whether it writes its business on a participating or guaranteed 
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basis, must have the same amount of money on hand to pay its policy 
obligations at maturity. In the case of a 20-year endowment, each 
company must be able to provide the face amount of the contract to 
the beneficiary of every policyholder who dies within the 20-year 
period, and have enough money left to pay the face of the contract 
to all survivors at the end of the endowment period. It is just as 
obvious that, during the course of the contract, if the same premiums 
are charged and the same experience is met with in all respects, the 
company which has set up its liabilities on the 314-percent basis will 
have lower reserves and seem to have a proportionately greater surplus 
in the interim than the company which sets up its reserve liabilities 
on a 2-percent basis. It would have a greater yearly increase and, 
therefore, pay a greater tax. 

Therefore, under the total-income approach, although both com- 
panies have the same experience, the company with high reserves 
will seem to have lower margins of surplus, less increase in surplus, 
will have less taxable income, and, therefore, will pay less taxes than 
the other company which has valued its reserves on, perhaps, a more 
realistic basis. 

In consequence, a company with the same income, the same liabili- 
ties, and the same experience, which differs from the preceding com- 
pany only in the fact that it has set up lower reserves and carried 
the difference in a fund nominally designated as surplus, will, during 
the life of the policy, pay heavier taxes merely by reason of its differ- 
ent accounting procedures. Therefore, the results will be different, 
dependent wholly on the form of tax. 

The incongruity does not end there. There are two systems of re- 
serve valuation in common use in the United States. One is called 
the net level plan, and the other is designated as preliminary term. 

This difference grows out of the fact that a very heavy proportion 
of expenses are attributable to a pone in the first contract year. 
Conventionally, agents are paid a large first-year commission and a 
smaller renewal commission for a limited number of succeeding years. 
The cost of examining the policyholder, investigating his acceptability 
as an insurance risk otherwise, the underwriting process, and the 
issuance of the policy itself, are heavy charges which are payable out 
of the first year’s premium. 

As a consequence, if the full reserve on the so-called net level basis 
is put up during the first year, the company actually runs into a 
deficit during such year—that is, the expenses and claims, plus the 
reserve, are greater than the first premium. 

Old, established, and strongly financed companies put up this 
deficit out of surplus. The younger and smaller companies, however, 
might easily impair their resources, or, at least, greatly restrict their 
opportunities for growth, if they had to adopt the same pattern. So, 
a system known as preliminary term has developed whereby a com- 
pany, if it chooses, can put up only a term reserve for the first year 
which on the ordinary life plan may average $2.50 a thousand com- 
pared to $18 or $19 on net level. 

Thereafter, these companies, beginning with the second year, make : 
larger contribution to reserve than they would be required to set up 

under the net level basis, until the two bases become equal on some 
policies at the end of the 20th year in most cases. 
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These two systems of valuation aggravate the fact that the relation 
of reserve and surplus is affected more by the reserve method chosen 
by the company than it is by the actual year-by-year results, until the 
maturity of the policy when the final determination is made as to 
whether there was really a profit or loss sustained on the transaction. 

Mr. Norman Hughes, vice president and chief actuary of the Na- 
tional Life & Accident Insurance C ompany of Nashville, Tenn., long 
a distinguished figure in actuarial circles, who served as chairman of 
our joint committee on blanks, which considers suggested changes in 
our annual statement, and who was one of the experts chosen by the 
industry to advise the Treasury at the request of the Secretary in 

1956, has written a treatise on this matter at my request, which I desire 
to incorporate in an appendix to my testimony. 

Among other things, he shows by illustration that in the case of 
a 20-payment life policy, which was so calculated that in fact a thou- 

sand policies issued in a given year ended in neither profit nor loss 
after Federal taxes under the “Mills law, if the same policies had 
been issued at the same rates and the company had met with exactly 
the same experience, the total income type of tax would have varied 
as much as 80 percent, dependent upon whether the company used a 
214 or 3 percent net level reserves, or reserved on the preliminary term 
basis : approved by the commissioners. 

In this connection, the inexperienced observer might well raise: 
the question why the choice of reserve bases is not open to all com- 
panies and, therefore, why do not companies have it within their 
own power to correct this inequality. 

In the first place, on the insurance now in force, already established 
on a specific reserve basis, the vast majority of companies would be 
unable to make major additions to their existing reserves out of 
current earnings and still maintain a competitive price level. Be- 
tween 1945 and 1950 there was a very great strengthening of reserves: 
on existing business by the larger and stronger companies, particu- 
larly the mutuals, and in consequence, they are, as a class, on a very 
high reserve basis. 

The circumstances were these: Companies of this type and class 
had the principal part of their assets invested in market securities, 
particularly corporate and Government bonds. Interest rates dropped 
drastically in the market as a result of fiscal controls and the easy 
money policy of the Government. However, as interest rates declined 
to the point that new investments were being made at returns below 
the interest guaranty on company reserves, the market value of securi- 
ties purchased in prior years at higher interest levels increased pro- 
portionately. 

A great number of the larger and stronger companies whose in- 
vestment portfolios consisted predomin: itely of market securities took 
their profits and used capital gains to strengthen their reserves to 
a point where they could still maintain their reserve interest require- 
ments on investments at market levels. 

This was both wise for the company and equitable to their policy- 
holders. Obviously, capital gains of this character should not have 
been distributed as a windfall to current policyholders in 1 particular 
year. Just as-obviously this procedure strengthened and enabled the 
company to increase its reserves to a point that they were in balance 
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with current interest opportunities. Not all of such reserve strength- 
ening came from this source. Some came from withheld dividends 
but a very large part came from capital gains. 

The same opportunity did not exist for most. of the smaller com- 
panies, particularly those of the West and South, whose principal 
investments were in the home mortgage market. These mortgages 
they had to refinance at progressively lower interest yields during 
this period. They received no capital gains on such securities. 

Although most companies, beginning in the mid-1940’s, began to 
write new business on a higher reserve valuation basis, the effect 
of this, when applied only to new issues, takes hold very slowly. 
Reserves on new business, particularly under the preliminary term 
method, accumulate very gradually. 

The reserves on older business grow more rapidly. To illustrate, 
the Ohio State Life Insurance Co., of which I was president at the 
time, stopped writing new business in 1939 on a 31% percent basis. 
Since that time it has had a very healthy growth, yet on December 31, 
1957, 40 percent of its reserves were still on a 314 percent basis. In 
the American Life Convention, more than one-third of the companies 
still have more than half of their reserves on a 31% percent basis and 
almost 51 percent have 40 percent or more. 

And that, gentlemen, when we come to it, is one of the things that 
would make the 1950 law wrong. 

There are technical reasons why it is more difficult for stock com- 
panies than for mutuals to issue new business on exceedingly high 
reserve bases. High reserve valuation tends to increase gross 
premiums charged to the public. This is of little disadvantage to a 
mutual company which compensates for higher premiums by dividend 
returns. 

However, in the case of stock companies, if their gross premiums 
become too high, they cannot compete with the estimated net cost of 
participating insurance after dividends. If they reduced their gross 
premiums below the theoretical net premium required by the reserve 
standard chosen, they must immediately put up reserves covering the 
full present value of such deficiencies in the net premium over the 
entire life of the policy. 

For this reason, a number of stock companies have found it neces- 
sary to reduce their reserve basis in order to write new policies on a 
competitive basis without setting up punishing deficiency reserves. 
So, as a generality, it is true that it 1s easier for strong mutual com- 
panies to put up high reserves which gives them a favorable tax situa- 
tion because it reduces the necessity for larger surplus funds. It is 
also true as a generality that mutual companies as a class do carry 
higher reserves and set up smaller surpluses than stock companies do. 

It may be pointed out that since under the preliminary term system, 
although the original reserve is smaller, subsequent additions thereto 
are moderately larger. Still, in the case of a growing company, the 
effect is very substantial because the full reserves do not equal each 
other until the 20th year or later. 

Furthermore, a 314 percent reserve will never equal a 2 percent 
reserve until maturity and it is indisputable that the higher the 
reserve carried, the lower the surplus needed. Therefore, when the 
larger taxpayers have such large discretion in fixing their own liabili- 
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ties through the choice of reserve standard which will affect their 
deduction on their tax return, the advantage to those who can con- 
veniently carry large reserves and lower surplus i is very great. 

The discrimination is inherent in the plan. Several suggestions 
have been made which I shall discuss later in detail as to how this 
inherent inequality of taxation may be compensated for, at least in 
part, to alleviate but not cure this glaring discrimination between 
companies. 

It is obvious that it is wholly impractical to levy a corporate income 
tax on mutual companies based purely on a profit-and-loss operation, 
so long as such companies have an unrestricted right to distribute their 
excess funds tax free in the form of policyholders’ dividends. 

Under such circumstances, it makes no difference what the inflow is 
into the barrel, the level of the wine in the cask will always be deter- | 
mined by the operation at the bunghole. Unless there are arbitrary, | 
artificial, and extremely strict controls applied to dividend distribu- 
tion, the management of a mutual company will always be able to de- 


; 
termine, by executive decision, what the surplus of the company shall 
be, what annual increase there shall be therein, and, therefore, what 
its taxable income will amount to. ' 

The fundamental fallacy and the innumerable and insoluble practi- 
cal problems involved in attempting to adapt the corporate income-tax ¢ 
pattern to mutual companies was never more impressively and au- / 
thoritatively stated than in a brief prepared by my erudite friend, Mr. ‘ 
Haughton Bell, vice president and general counsel of the Mutual Life 
Insurance C ompany of New York, “which was incorporated as a part t 
of his testimony in the 1954 hearings before a subcommittee of the 
: ; a cae : ; orale v 
Ways and Means Committee (pp. 188-189) which was investigating i 
this subject at the time. c 
He said: t! 
Such a tax as applied to mutual life insurance companies, which have approxi- ce 
mately two-thirds of the insurance and three-quarters of the assets of all life 
insurance companies, would be contrary to basic and accepted tax principles, 7 
would be highly inequitable in practice, and would, in my judgment, be an un- u 
wise form of tax, If the Government is seeking substantial revenue, this form el 
of tax would be likely to be unsatisfactory at best. Because it would be a tax Ce 
on the consequence of a management decision, not related to a wealth-creating Ww 
process but to a matter in which other options, which would not result in tax, ot 
are open to management, elaborate regulations and enforcement machinery 
would probably be required, and such regulations would in themselves tend to 
limit and restrict management discretion in matters relating to the safety and CO 
security of the enterprise. ar 
After discussing the innumerable practical difficulties in artiticying Tl 
(word of my own creation) such a plan into a workable tax system, he co 
says (p. 195): th 
All of this shows the morass into which this thoroughly artificial and unsound tic 
proposal leads. of 
The words “management decision,” to describe the ability of large zi 
and strong mutual companies to determine their own tax by putting di 
more funds into deductible reserves and paying out as much as possible 19 
in policyholders’ dividends, is Madison Avenue English. ’ 
When my friends, Gerald M. Swanstrom, general counsel of the “ 
Northwestern Mutual Life Insurance Company of Milwaukee, Wis., th 
and Walter G. Voecks, president of the Lutheran Mutual Life Insur- pws 


ance Company of Waverly, Iowa, both of whom hail from the less 
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sophisticated areas of the Middle West, testified at the same hearings, 
aan used the forthright word “m manipulation.” 

They did not intend by the use of this word, and I am not panne 
into it, any implication of deviousness inv olving moral turpitude 

am suggesting that it would give such companies a legal advantage, of 
which ‘they would have ev ery legal and moral right to avail themselves, 

The large mutual companies of the United States are headed by 
responsible men of great capacity and undoubted integrity. You can 
be sure that they would not sacrifice the safety of their policyholders 
simply to avoid income taxes. However, if the tax system permits 
them, by bookkeeping methods and div idend payouts, to maintain 
standards of assured solvency and yet minimize the income taxes pay- 
able on behalf of their policyholders, they not only have every incen- 
tive, but perhaps a moral obligation as trustees, to take full advantage 
of the law. 

By the very nature of their operations, stock companies need larger 
margins of surplus than mutual companies do. They issue contracts 
to be performed in the distant future at a lower premium and a guar- 
anteed price. Mutual companies have larger premiums which they can 
adjust through dividends to changing conditions. 

This provides them with a margin of safety which operates as an 
extra surplus for emergencies. The average mutual company in the 
American Life Convention has such a dividend cushion equaling almost 
one-third of the current surplus of the company. 

This margin is available, if necessary, every year during the life of 
the policy. Obviously, this fund cannot be drawn on continuously 
without such companies losing much of their business. However, dur- 
ing the depression a number of representative and leading mutual 
companies did cut their dividends in an amount equal to three times 
their annual scale over a period of a few years. The stock companies 
correspondingly lost surplus. 

It is significant that as of December 31, 1957, without any Federal 
income tax impact on the bookkeeping of life insurance companies of 
either type, the stock companies in the American Life Convention 
carried capital and surplus which, in relation to their reserve liabilities, 
was almost twice that of the mutual companies belonging to our 
organization. 

Under a total income tax plan, large and strong mutual companies 
could safely reduce this margin of surplus by readjustment of reserves 
and an increase of the dividend fund which is tantamount to surplus. 
The stock companies could not. Therefore, each year for each type of 
company to preserve the margin of security which they now maintain, 
there would be a great discr imination between stock and mutual opera- 
tions taxwise not in any way related to the actual profit and loss results 
of the two types of companies. 

In this connection, do not underestimate the ingenuity of actuaries 
to rearrange their safety funds between reserve, surplus, and annual 
dividend funds. We went through that experience between 1918 and 
1921. That was one thing w hich made the corporate income tax as 
applied to life insurance companies breakdown then as it would again. 

Our business is immeasurably more complicated now than it was 
then, and there are many more cracks and crevices into which nominal 
surplus could ostensibly be made to disappear. 
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All of these difficulties are well recognized by every student of 
the problem. 

I have tried to give you the factual background up to now. 

Numerous devices have been suggested to hodgepodge the plan into 
workability. The validity of these may well be evaluated differently 
by those whose primary purpose is to collect taxes, and those whose 
deep and abiding interest is in the safety of life insurance and equality 
of treatment between companies and policyholders. They may be 

rariously evaluated by men in the business who are consciously or 
unconsciously affected by whether their companies will receive a tax 
advantage. 

It has been suggested that companies with lower reserves and higher 
surplus might be “permitted a temporary tax deferment proportioned 
in some lesser degree to the difference in reserve bases. 

I want to interject here that the experts which we provided the 
Treasury in December of 1956 met with Treasury experts over a 
period of 6 months. They spent most of their time trying to find 
some northwest passage, some magic formula, some overall percentage 
that would equalize. After wor king 6 months, they did not arrive 
at any plan that was satisfactory to either group that could be used 
in their opinion equitably to the whole business. 

Now, this 10-for-1 average over the whole business is pretty close. 
But it doesn’t apply company to company that has policies of different 
and varying kinds and different age groups. 

And it would take a whole series of very complicated algebraic 
ae to try to equalize the business of every company that is on 

a 314 percent preliminary term and the companies that are on the 
OY, percent. The best they can do is to use a meat ax and whenever 
you use a meat ax, somebody bleeds. 

It has been suggested that companies operating on preliminary 
term receive a temporary concession which would gradually be re- 
couped by the Government over say a period of 10 years. 

That we believe has a good deal of validity, although if you follow 
through actuarially you would have to do the reverse and revalue 
the net level existing in order to make equality, because every artifice 
you use—you have found this in tax law after tax law—every artifice 
you use to cover one thing opens something somewhere else. 

And while this makes it helpful to the younger and smaller com- 
panies, it works very much in reverse against the older and estab- 
lished companies that under this net level premium have put a lot 
of their surplus into reserves and hope to recapture it and then will 
have to be taxed when it comes out, whereas, preliminary terms don’t. 
So, over and over again every artifice you use calls for another artifice. 
And when you get through, you look at the results and you find 
usually that they are pretty weird. 

It has been suggested that a temporary tax deferment might be ac- 
corded a fund which would go part way in equalizing the obviously 
greater surplus required by nonpartic ipating, guaranteed low gross 
premium life insurance. None of the figures which I have seen are 

adequate, in my judgment, to remove the entire inherent inequity. 

Now, in the McCormack plan, they give a difference between 3 and 
4 percent for nonparticipating and participating. In a field that a 
subcommittee of the tax committee worked on, they started tentatively 
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with a difference of 2 and 9. Now, experts were just that far apart. 
And when we got through—and I sat in with this subcommittee and, 
not being an actuary, I didn’t know whether the figures were right— 
and we were a little generous in giving everybody a little deduction 
they wanted—you know how you do when you sit around a table when 
you start to draw a tax bill and offer anything to somebody. And, 
when you got through, the tax result was just absolutely ridiculous. 

None of them at any precise level would necessarily maintain an 
equilibrium of equality under changing conditions in our economy. 
Furthermore, they are all worked out on averages relating to the 
whole business, and would not fit the necessities and requirements of 
many individual companies. The amount of surplus needed by an 
individual company, particularly by small stock companies, does not 
necessarily conform to the average. Small and growing companies 
are subject to much greater fluctuation of mortality and expense ex- 
perience than the larger, mature, stabilized, and heavily financed com- 
panies. This fact was highlighted by Mr. Bassford in the testimony 
already referred to. 

He said: 








A new company just starting business has losses for the first few years be- 
cause the expense of acquiring new business is not balanced by receipts from old 
business. This, of course, depletes the surplus. To tax at 38 percent (now 52 
percent) subsequent increases in surplus, including mere replacement of former 
surplus which has been laid out, does not seem reasonable, and certainly will 
not favor the younger, smaller companies which, in general, are growing at a 
faster rate than the large companies and, therefore, need to accumulate surplus 
faster. 


He continued: 


Since writing this, I have looked at the record and found that they do in- 
crease their surplus substantially faster, and any bill of this kind (total income) 
would put a much larger proportion of the load on the small companies than it 
would on the larger companies. 

Several methods have been suggested of limiting the deductibility 
of dividends for tax purposes in order to limit the ability of large 
and strong mutual companies to diminish their income tax by this 
escape mechanism. 

I think none of the devices advanced have met with the approval of 
all mutual companies. One artifice which might be employed is to 
limit the deductibility of policyholders’ dividends to a certain propor- 
tion of their net gains as shown by the annual statement. This is 
inherently unsound, because I have already pointed out that the yearly 
statement is not an actual profit-and-loss account. If the deductibility 
of dividends in mutual companies is limited to 70 percent of gains 
shown in the annual statement before Federal taxes, which is now the 
average of the dividend distribution of all mutual companies in the 
American Life Convention companies, the resulting tax would, in fact, 
be a 52-percent levy on 30 percent of such gains. This would, in effect, 
result in a flat tax of 15.6 percent on such gains applied to average 
mutual companies, as against 52 percent levied against the full gains 
of stock companies after some adjustments. é ' 

This plan would obviously be inequitable to companies which have 
already built wp a large surplus by withholding excessive dividends 
in prior years. Under the investment-income law, a mutual company 
can pay out any amount of dividends that its own operations justify. 
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As a matter of fact, since the laws of some States limit the amount 
of surplus that a mutual company may hold in relation to its reserve 
liability, in the case of some companies, which have been extremely 
conservative in the past and are now in the position to equalize their 
former reduced-dividend scales, they might be forced to exceed the 
legal surplus limit of dividends. 

Another suggestion is that dividends be limited to the average paid 
by the individual mutual company over a period of prior years. This, 
also, is fallacious. I have in mind two large and prominent mutual 
companies, the management of which determined during the depres- 
sion to build financial structures which would be absolutely i impreg- 
nable, come what may. They sacrificed growth to the accumulation of 
surplus. They took a terrific competitive beating during that period 
because their net costs were high as compared with those of many 
other companies. Now their surplus has been built up very close to 
the legal limit, and recently they have come back into the competitive 
field with a war chest above and beyond that of many of their rivals. 
This sort of limitation would punish the wise virgins who kept the oil 
in their lamps as against the less wise ones who burned theirs more 
brightly in past years. 

Another suggestion is that dividend deductions be restricted to the 
insurance-overc charge element in the participating premium, and that 
the investment-profit content of the dividend be not allowed. This 
makes more philosophical sense. However, this would be very diffi- 
cult to administer in practice, because the company has a very wide 
discretion in allocating expenses to these respective activities. Fur- 
thermore, if the whole tax is to be determined ultimately on the relative 
proportion of investment income, why not lay it simply and directly 
on such investment income in the first place, as it has been levied, in 
a way that the whole industry recognized as equitable, for, lo, these 
many years? 

I was taken by surprise this morning, Mr. Mills, when the Treasury 
testified that they would have an outline of their plan for you in the 
morning. 

I felt I had one in my grip that had been floating around here 
and had been known to the staff for quite some time. My only surprise 
was, and the only difference there is—and it was a bombshell to every- 
body who liked the plan and everybody who didn’t—for the first 
time, to my knowledge, the Treasury suggested the possibility of the 
1950 law being the first step. And the witnesses tomorrow will sup- 
port my testimony that such suggestion was never made by any single 
Treasury man, at least to me when I was called into conference w ith 
them, and they presumably leveled on top of the table. 

I have talked to some men who will testify tomorrow, and _ they 
will bear me out. So, this testimony that I am about to give is based 
on this secret compromise which I didn’t realize was secret, and I 
didn’t dream was a secret, and didn’t know that ev erybody knew 
about it. But it develops that no one knew what it was. 

Less than a month ago, a tentative compromise formual emanated 
from the Treasury. When this possibility developed, our tax com- 
mittee authorized a subcommittee to study it and report conclusions. 

We did that because a group of us met with Treasury technicians 
and they gave it to us in sufficient definite outline that we thought 
we knew what we were studying and tried to get figures on it. 
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That subcommittee was appointed less than 3 weeks ago. Since the 
plan, by its terms, if not its intent, is somewhat complicated, this 
subcommittee has not yet reported its findings. 

Unfortunately for me, I went into the hospital for a major opera- 
tion shortly afterward and I am just terminating, perhaps too early, 
a period of convalescence. I inject this personal note only for the 
purpose of explaining why I myself have not been able to give the 

close analytical study to this plan which I would have done otherwise. 

Tax estimates by my staff on a tentative basis show some weird 
results which might or might not be correctible by perfection of 
details. Obviously we shall continue to study the plan. 

Although it is not decked i in revealing garb, I am assured by mathe- 
maticians “that this compromise plan is the substantial equivalent of 
a half-and-half measure. By that I mean that the final results will 
be approximately the same as if the life insurance companies paid 
one-half their income tax on the investment income method and one- 
half according to the total income plan. 

I am not a mathematician, but your mathematician behind you 
will endorse this. It is demonstrated by an algebraic equation: A 
equals total income tax base; B, investment income tax base; 52 yer 
cent of B plus 26A minus B equals 26A plus 26B, which equals 52 
percent of A plus B over 2. And so now it isa half-and-half plan. 
You have the stor y,; you know, about the fellow who looked at the 
girl and said, “Lord, wouldn’t she look wonderful in a sweater.” 
Now, they put a little different kind of sweater on this charmer, but 
it is a half-and-half deal. 

However, the plan does provide what amounts to a floor for mutual 
companies identical with or closely comparable to the tax under the 
Mills law. 

Of course, one way to cut a Gordian knot is to use a meat ax. The 
idea has occurred to me that the Treasury, reverting to the wisdom of 
Solomon, might have suggested that the child be severed in half to see 
which alleged mother would weep the most, and which would scream 
the loudest. If so, I think you will find out. 

Since the plan is half and half, presumably it would be subject to 
only half the vice of the total income approach so far as stock compan- 
ies and the smaller and weaker mutuals are concerned. 

To what extent discrimination and inequalities would be more or less 
than half under this plan than under the total income plan depends on 
the details of the devices used in an attempt to equalize the reserve and 
surplus inequalities of the various companies. Our figures would seem 
to indicate that this has not been done in an overly successful manner 
to date. 

Once more, this plan, as all others I have seen, contains what 
amounts to a floor, arrived at in one manner or another, upon which the 
largest taxpayers will pay. Once more the effective floor is the Mills 
law-or its substantial equivalent. Which I believe, until I heard this 
bombshell this morning, which I think just could be of the same nature. 
When we were in the Senate Finance Committee, you know, it wasn’t 
near Halloween. But somebody said that they almost gave us this law 
and then a 1950 law beyond that. And Senator Kerr said, “Well, of 
course, none of us re: lly were thinking about that seriously. We were 
just trying to puta pressure on you to put a bill in here.” I sure hope 
the Treasury was just playing Halloween. 
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You can be sure that whatever 1957 figures show, which were unin- 
fluenced in any way by income tax impact, if there is a floor, the large 
and strong mutual companies will be on it in the future because of the 
wide discretion they have in determining their taxable increase in 
surplus under the total income part of the “bill by reserve assumptions 
and dividend distributions. 

This is not said in disparagement of these finecompanies. Quite the 
contrary. As stated before, the management thereof would have not 
only the right but the moral duty to so conduct the affairs of these 
companies to minimize their taxes without sacrificing the security of 
their policyholders. 

If the Mills law provides the right method and the right level of 
taxation for the large mutual companies and the large taxpayers, why 
should it not apply to all companies? For 35 years every official 
spokesman for the life insurance business, whether he represented a 
mutual or a stock company, has supported the investment income 
method as the only sound and equitable basis for the taxation of all life 
insurance companies and has advocated equality of treatment among 
companies. 

This was the position taken unanimously by our joint tax committee 
on behalf of the industry in its credo published to the world in its 
so-called green booklet in December of last year. It was the position 

taken by the chairman of the joint tax committee, Mr. Deane Davis, in 
his appearance before the Senate Finance Committee on March 5, 1958 
(pp. 46-47, record of hearings). 

On that occasion he laid down 11 principles. The first was: 

That the only proper taxable income in a like insurance company is investment 
income. 

His fifth point was: 

The burden of the tax must fall with equal impact upon policyholders regard- 
less of the type or size of company in which they are insured. 

His eighth point was: 

The tax must not give any company—mutual or stock—an undue competitive 
advantage by reason of size or type. 

His ninth was: 


The formula should be one which does not place a premium upon unsound 
management decision. 

His conclusion was: 
~ 

The aggregate tax burden upon life insurance savers under the Mills law 
superimpose on heavy State taxes creates a heavier imposition than that borne 
by savers through other similar thrift institutions. In spite of that, we believe 
that the Mills law, substantially in the form in which it originally passed the 
House, should be made the permanent formula. We believe so for the following 
reasons: 

1. Because we regard it to be the soundest and most thoroughly considered 
life insurance tax bill that has been produced in 45 years. 

2. Because the method of imposition is a flat tax on investment income, which 
ve believe is the best way to distribute the tax among the different companies, 
and is the most nearly equitable to the policyholders. 

8. Because in its original form it comes closer to giving effect to each of the 


11 principles mentioned above than any bill yet produced. 

Prior to April of this year the independent organizations now known 
as the Temporary Committee on the Taxation of Mutual Life Insur- 
ance Companies, in pronouncement after pronouncement, supported an 
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investment income tax. Its leaders committed themselves frequently 
to the proposition that premiums in a mutual life insurance company 
are contributions of capital and should not be taxed as ordinary in- 
come. Its representative stated frequently that the most equitable 
form of tax to all companies and the policyholders thereof was a flat 
tax on net investment income. 

These are all friends of mine, but we disagree on this. 

Tomorrow they will appear in favor of a total income approach bill 
drawn by them and introduced by Representative McCormack, by 
request, which nevertheless includes a floor based on the Mills law. 
It is for them and not for me to rationalize their change in position. 
They are all respected figures in the life insurance eee and con- 
scientious officials of mutual companies who, I am sure, can justify 
to themselves for the sudden flip-flop which they have m: ole How- 
ever, I cannot help but observe that theirs is the most startling change 
in direction since “Wrong-way” Corrigan started from New York to 
Los Angeles and ended in Lreland. 

I also understand that several representatives of some of the largest 
mutual companies in America and in addition, the chairman of our 
joint tax committee, testifying for himself and not for a majority of 
his committee, will indicate either support of or great interest in the 
Treasury compromise. Not on the basis of this morning’s bombshell, 
I gather. 

It is a little disconcerting after being one of the quarterbacks of 
the team for many years to ) find your biggest and strongest lineman 
and some of your favorite friends changing uniforms between halves. 
I feel like a very inadequate David facing a galaxy of Goliaths. 

Again is it for them and not for me to rationalize their sudden 
change of front. They are all honorable men and I am sure that they 
are doing what they think is right and best for their own companies. 
It is very difficult to take the element of self out of tax problems. I 
think they are frightened of the possibility of a resumption of the 
1942 law which, when added to the State taxes, would lay an uncon- 
scionable burden upon their policyholders. Iam too. That ghost 
sits on the head of my bed every night. The overwhelming m: jority 
of American Life Convention companies would regard this as a 
calamity just as much as the leaders of the large mutual companies 
would. 

If I have said anything in my remarks which seems to indicate any 
suspicion of antagonism against large companies merely because of 
their size, I want to correct it at this time. Big life insurance com- 
panies are big simply because they serve the modest saving needs of 
so many small savers. I would, indeed, I have in the past, and will 
in the future, defend them against unjust demagogic attacks based 
on their size. I believe that they do not consc iously wish to juggernaut 
their rivals out of the competitive field. 

However, I am firmly convinced that a total income approach either 
in whole or in part, will work to the undue advantage of companies 
of their particular type and will in fact discriminate against their 
competitors as some of ther own spokesmen have so often and so freely 
admitted in the past. 

If the Mills law or its equivalent is a proper gage for taxing the 
large and strong mutual companies which pay two-thirds of the tax, 
what is wrong with it as the basic tax for the entire industry ? 
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The Mills law was not improvidently conceived nor hastily put 
together. It was the product of extensive hearings and long study. 
It was intended by its authors as a permanent plan “of taxation. 

Mr. Mills, I think you ought to be prouder of the job than you 
seemed to be this morning, because I don’t think it needs very much of 
an operation to make it a good permanent law. 

Let us meet the issue frankly. The area of difficulty rests with the 
stock companies. Stock companies belonging to the American Life 
Convention have 36 percent of the insurance in force, 35 percent of 
premium income, 2414 percent of the assets, 2414 percent of net in- 
vestment income, and paid 27% 9 percent of F ederal income taxes in 
1957. However, much of the apits ition to the effect that life insurance 
companies are undertaxed is due in part at least to the activity of 
life insurance stocks inthe market. This feeling is greatly aggravated 
by the broadcast of irresponsible brokers attributing fantastic and 
wholly unrealistic values to life insurance stocks, and which to add 
fuel to the flame give us as a reason therefor the alleged fact that it 
is “a tax-sheltered industry.” There is just a sufficient grain of truth 
in such statements to make them more dangerously misleading than 
if they were fabricated from the whole cloth. 

No one deprecates so much as life insurance men the fantastic prices 
at which some life insurance stocks are being sold to the gullible pub- 
lic. Many brokers are unfamiliar with the peculiarities of the life 
insurance statement. For instance, a book value of a life insurance 
stock is determined by them through dividing the amount of shares 
into the total stated capital and surplus funds of the company with- 
out any consideration of whether such a company carries high or low 
reserves against its insurance risks, what type of business it w rites, 
whether it has a strong premium structure, or whether its rates have 
been cut to the bone in a sharply competitive market, and regardless of 
the conservative or less conservative character of the company’s in- 
vestment portfolio. 

Since stock companies must sell their wares in fierce competition 
with the large mutuals which dominate the market, it is obvious that 
any serious differential in the tax laid upon the two types of com- 
panies would put the stock companies at an impossible disadvantage. 

However, stock companies do engage in a risk business with a hope of 
gain and at the risk of loss. It is true that stock companies may real- 
ize gains from underwriting results as well as investment experience, 
whereas mutual companies make their profits on investment margins 
alone. But, one thing is not well understood. Mutual companies 
may compute their rates on the mortality tables and the interest as- 
sumptions implicit in the valuation standard which the company 
uses. If mortality gains or excess interest develop, the margins there- 
in are returned to the policyholders, so that the original premium 
does not determine the final cost, but the stock companies’ premiums 
are not based on unrealistic mortality tables. 

If stock companies constructed their premiums in the same manner, 
they would immediately price themselves out of the market. The big 
stock companies calculate their rates on an evaluation of their own ac- 
tual modern mortality experience, and assume interest sufficiently in 
line with current conditions to be able to compete with the net cost of 
mutual policies, dividends of which are estimated on a similar basis, 
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and small companies base their rates largely on their big company 
competition. 

However, in well managed stock companies over a period of years 
some profits do accrue from underwriting gains. I personally have 
been on record for more than 10 years on a proposition which I first 
announced in a colloquy between myself and Representative, now Sen- 
ator, Curtis from Nebraska, when he was a member of this committee 
in the hearings of 1950. Maybe Iam assuming too much. Colloquies 
are on the floor of the Senate. Maybe it is not a colloquy when a mere 
witness discusses a matter with a committee member. Anyway it was 
in good conscience. 

I said in substance on that occasion, and I repeat now, that as profits 
do emerge in a stock company, are identifiable as such, and are either 
distributed or allocated for distribution stockholders, they should be 
taxed just as the profits of any other capitalistic enterprise. The great 
difficulty is identifying such profits as they really occur. I have 
shown that they are not determinable by the annual statement which 
they make to the commissioners, which is not a profit-and-loss account 
nor can they be identified by a tax blank under the total income ap- 
proach based primarily on such annual statements. 

My proposition is that so long as a stock company maintains its 
surplus funds in the enterprise at risk and for the protection of policy- 
holders who hold long-term contracts, such fund partakes of exactly 
the same character as the surplus funds of a mtual company. When 
any of such funds are separated and allocated to the payment of stock- 
holders’ dividends, they are a legitimate subject of Federal income tax- 
ation, just as the profits of an ice company, a coal company, or a steel 
company. Obviously such payments are made out of profits or they 
should not be paid out. It cannot be argued that taxing stock com- 
panies on profits disbursed would place them at a competitive dis- 
advantage with their mutual rivals. 

I realize that levying a tax upon distribution instead of the acquisi- 
tion of profits is not ordinarily good tax theory under an income tax 
law. I realize that there is an element of deferment involved which is 
anathema to the Treasury because it wants every possible tax dollar 
and wants it now understandably. However, I have given the question 
much thought over many years, and I can think of no better solution. 
I believe such a tax should be put in as a floor in the case of every stock 
company, although there is some question of equity involved as to 
paying out surplus already accumulated, under other tax laws, which 
point will be argued in some detail by a subsequent witness. 

I may seem illogical in suggesting a floor for stock companies when 
I have criticized a floor for mutuals. There is a vast difference, how- 
ever, between an alternate tax which will apply to minor taxpayers and 
one which really becomes the principal tax for companies paying the 
vast majority of the taxes. 

I say this will apply to the minor taxpayers because I cannot promise 
you that this provision will yield a great amount in taxes. Last year 
the life insurance companies belonging to the American Life Conven- 
tion paid cash dividends to stockholders amounting to $77,431,000, 
whereas their income taxes totaled $78 million. If they paid 108 per- 
cent of the money set aside for the payment and 52 percent of that, it 
would be not much different. In individual instances and in the case of 
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some specialty companies which do not belong to the convention and 
have taken advantage of a loophole which could be closed easily, the 
impact might be considerable, but not largely significant in terms of 
total tax revenue. 

Objection has been made to this method on the ground that the 


owners of stock companies would indulge in unreasonable accumula- — 


tion of surplus in order to build up book values to liquidate ultimately 
on a capital-gains basis. In the first place, very few stock companies 
have the problem of large surpluses in relation to the amount at risk. 
The problem of most of them is building up in good times enough sur- 
plus to stand the stress and strain of bad times. This is wisdom as 
old as Joseph in the days of the Pharaohs. 

However, in any event, if every dollar of dividend disbursed to its 
stockholder is to be taxed at the going rate, whenever it is distributed, 
the sale value of the stock would necessarily reflect the facts of life, 
taxwise. No matter how large the fund, if it were completely taxable 
the moment it accrued to the interest of an owner, the market would 
soon adjust to that fact. At least, we would hear no more that stock 
companies are operating under a tax shelter. They would pay just as 
much on all their profits when they become identifiable and were dis- 
bursed as in the case of any other commercial enterprise in the United 
States. 

It has been suggested that, under such a system, there might be 
some limit established for the accumulation of surplus. I want to 
make a fervent plea in opposition. Who knows how strong is strong, 
and how safe is safe, in life insurance? Few things make more differ- 
ence to more people in this country than the security of their life in- 
surance contracts. What margins of safety shall the Treasury or 
Congress fix? Noone but the management of the individual company 
knows how much surplus the total sum of the risks assumed by his 
company makes it prudent for it to set aside. There is no average 
standard of what the surplus of a life insurance company should be. 
No one but the management knows the character of the hazard to be 
surplused against. 

ome companies have very strict underwriting rules and sell only 
to the cream of the market. Some minister very broadly to the gen- 
eral public. Others deal daily in substandard risks, the cost of com- 
pany operations vary substantially depending upon the manner of 
doing business. Companies which are more aggressive in matters of 
rowth have greater attendant expenses. Companies vary greatly in 
investment policy from the extremely conservative to those who em- 
ploy their funds broadly throughout the various segments and activi- 
ties of our economy. 

I repeat: How strong is strong, and how safe is safe, when it comes 
to life insurance? This question may honestly be answered variously 
by different men. If 10 captains set sail across the Atlantic, some will 
carry more sail, some more ballast, and some more anchor; which one 
is right depends upon the weather encountered. 

I came into this business more than 30 years ago, when the devastat- 
ing experience of the flu epidemic was still fresh in the minds of every 
life insurance man. If the ravages of that plague had all occurred 
in 1 calendar year there would have been life insurance company 
casualties all over the map. Fortunately, it began in October of one 
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year and ended in April of the next. As a consequence, most com- 
panies were able to make a showing of solvency on December 31 of 
each year in spite of their tremendous mortality losses. That was 40 
years ago, but 40 years is a short time, gentlemen, in the life of a life 
insurance company. If the Asian flu of last year had been the same 
kind of killer, the companies would have had the same experience and 
many of them would have needed every dollar of their surplus funds 
to weather the storm. 

The viewpoints of the taxgatherer and the insurance man are very 
different on this subject. ‘The taxgatherer is interested in revenue. 
We are interested in the assured safety of life insurance. Plagues 
comes when antisymptomatic epidemics occur as the result of a new 
breed of germs which have biologically adjusted to whatever wonder 
drugs have been used in the recent past. ‘The taxgatherer may say it 
could never happen again. No life insurance man believes that. Also, 
who can say what the hazard of the fallout resulting from atomic 
fission will be on the next generation and on our mortality ? 

During the depression, companies did fail in spite of substantial 
nominal surpluses, because the value of their assets shrank to the point 
that they did not equal the present value of their future reserve liabili- 
ties. Incidentally, the failures which occurred, fortunately few in 
number, were among stock companies. The high reserves and the 
dividend resources of the mutual companies carried all of them 
through. 

There would have been more failures in the depression if the in- 
surance commissioners in a very constructive move had not permitted 
the companies to use asset values averaged over a period of years 
instead of current market values. The commissioners also decreed a 
moratorium on the withdrawal of cash values for a period of time to 
save the company. 

At this very moment, the surpluses of many companies are not 
entirely what they seem to be, because their bonds are carried for state- 
ment purposes on an amortized basis, which in the case of securities 
purchased at low interest rates in the late 1940’s and early 1950’s are 
substantially over current market values. Even in the recent past, 
Government securities themselves have fallen from 10 to 12 points 
under their purchase price within a very short period of time. If this 
had occurred in a deep depression when there was great financial strain 
on the companies by the withdrawal of policyholders’ cash values, it 
would have been a serious matter to many companies, because many of 
them do not have surplus margins equaling 10 to 12 percent of liabili- 
ties. 

I would like to illustrate my point by two companies, one an old 
and very large New York mutual, the other of successful stock com- 
pany domiciled in a border State. The former is one of the oldest and 
most prominent of our mutual companies. The latter was organized 
as a stock company in 1900 by five capable and dedicated life insurance 
men. The management has stayed in these families throughout the 
years. They have built it up to one of the largest and most successful 
of all western or southern stock companies. Considering their success, 
they have been quite modest in dividends paid to stockholders. They 
have consciously tried to build up an impregnable financial structure 
for the protection of policyholders. As a consequence, they now have 
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capital and surplus equaling 17 percent of their reserves, which are 
primarily on a 234-percent net level basis. It is frequently pointed 
out as a company with a very high, perhaps too high, surplus position, 
and, under current conditions, a total net income tax on them would 
fall with tremendous severity. 

However, the New York company has a 9-percent surplus over re- 
serve liability ; ; its reserves are on a 21-percent basis; its dividend 
cushion is equal to one-fourth of its surplus, and is available to it 
every year. Counting the value of this dividend cushion as 3 times 
its annual sum, and comparing the surplus and the reserve position of 
the 2 companies, they are almost equal in financial strength for the 
protection of their polic yholders. 

There is no better management in the life insurance business than 
those of these two companies. Neither management believes that 
their companies are too strong or too safe. Yet under a total income 
type of bill or even under the Tres asury compromise to a lesser degree, 
the mutual company could maintain its present margin of security 
with a tax rate several times below the proportionate 1 rate which would 
be levied on the stock company in order to maintain equal standards of 

safety. If, in addition to paying a tax on the same basis as the mutual 
company, the stock company pays an alternate tax on stockholders’ 
dividends, then its tax would never be less than the going corporate 
rate on its identifiable profits as allocated for distribution to its owners. 
Then these two fine companies will be taxed on a basis of equality. 
Otherwise their taxes will be grossly discriminatory. 

I desire to insert as an appendix to my testimony a treatise, written 
by Mr. Henry F. Rood, vice president and actuary of the Lincoln Na- 
tional Life Insurance Co., the immediate past president of the 
Society of Actuaries, who is also one of the experts provided by the 
industry for consultation with the Treasury at its request. This state- 
ment contains tables which show how two mutual companies, one with 
a current surplus of 10 percent of reserves, and the other with a sur- 
plus of 6 percent of reserves, would fare taxwise under the Mills law 
and under the total income approach. Ata given level, under the Mills 
law these companies would pay taxes closely approximating sach 
other, the only difference being the tax on the interest income of the 
extra surplus of the first company. Since the margin in surplus is 
only 4 percent of such reserves, the variation is not wide. The Gov- 
ernment would receive taxes of $22 million plus from the two com- 
panies, in closely related amounts. 

However, under the total income approach, if the mutual company 
with 10 percent surplus over reserves permitted its surplus to recede 
over an 11-vear period to the same level as the other company, and the 
second company maintained its surplus at the same amount, of 6 per- 
cent over reserves, the former company would pay practically no tax; 
the second company would pay a much larger tax, but the total tax 
income to the Government would be very much less. 

The Cuarrman. Without objection that will appear at the end of 
your testimony. 

Mr. Apams. [I appreciate it. 

Another feature which must be taken into consideration from the 

revenue standpoint is that the surplus of life insurance companies is 
such a small percentage of total assets that under any tax plan, where 
the companies have wide control by management decision to determine 
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what the taxable increase in surplus shall be, a relatively small invest- 
ment in tax-free securities, which cannot be denied them legally as a 
deduction under a total income approach, would have a tremendous 
impact upon taxable income. As a corollary, such investment would 
have much greater effect on those companies requiring smaller sur- 

luses and smaller increases than those which require larger ones. I 
think that the chairman does not agree with me on this, but, if in addi- 
tion, the intercorporate dividend received credit is accorded, and how 
could it be denied logically in a total income approach, a moderate 
investment in stocks, both common and preferred, would wreck the 
yield of a total income tax on the large mutual companies, unless their 
real tax was levied on a floor which bore no logical nor philosophic re- 
lationship to a total income type of tax at all. 

Under the McCormack bill, introduced by request, mutual companies 
would operate under a floor based upon the Mills law. In my opinion, 
within 2 or 3 years they would all be paying on that floor. Therefore, 
the bill starts out as the total income approach, but would end by tax- 
ing mutual companies which will pay two-thirds of the tax under the 
investment income method. 

Furthermore, any of these devices would simply ameliorate, and 
not cure, the inherent discrimination which would fall just as heavily 
upon many mutual companies less favorably surplused as it would on 
stock companies. Mutual companies with lower reserves and higher 
interest requirements cannot maintain, or indeed increase, their sur- 
plus to the average of the business merely out of excess interest profits 
from their investment operations. They have to retain in surplus some 
of their underwriting margins also to build up their surpluses to the 
average standards of the business. This m: irgin, as I have shown, 
would not be taxed to mutual companies on any basis of logic or equity. 
Therefore these companies would have to pay on the floor plus, whereas 
the stronger companies would pay on the it period. 

Every series of artificial devices which I have seen that were de- 
signed to make this illogical plan logical, its implausible features 
plausible, its inherent inequalities equal, ends up by taxing the “bigs” 
on the floor and everyone else on the ceiling. 

One of the most serious questions involved is on what portion of the 
net investment income of a life insurance company should the corporate 

‘ate be levied. We believe that this cannot be appraised properly with- 
out taking into consideration the unique and unusually heavy 
burden of State premium taxes. Every time a policyholder deposits 
$100 of his hard-earned money with a life insurance company for the 
purpose of family protection, the States exact from his savings $2 
sorely for the privilege of paying such premiums. This is not a sales 

tax because no product passes. It is a lev y on capital. No such capital 
levies are made on depositors in savings banks, savings and loan as- 
sociations, or if one buys a house. Treasury officials t: take the utterly 
callous position, in my opinion, that this is not problem of theirs. They 

want their full pound of flesh regardless of whoever takes other 
pounds. It is the problem of Congress too; because of Public Law 15 
you have approved the very high “unprecedented and unique type of 
premium taxation. 

Now your 1942 law wouldn’t be so bad if we could subtract the State 
tax from the Federal tax. I know that never works because that would 
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be an invitation to the States to raise their tax. But this falls uniquely 
on us, and I think it should be taken into consideration, what its effect 
would be. 

Naturally the custodians and trustees of the small savings of more 
than 100 million policyholders, who, in most cases, are trying to stretch 
slender means to provide an inadequate competency for their depend- 
ents in case of their death or for their own security in old age take a 
different point of view. We believe that Congress should also. 

Since State taxes and Federal taxes under the Mills law approxi- 
mately equal each other, the average policyholder is paying to two 
Caesars a total tribute amounting to approximately $4 out of every 
$100 of his life insurance savings. In Canada, no Federal income 
tax is levied on top of the premium tax on mutual policyholders. The 
only tax is on the amount set aside for distribution to stockholders, 
just as I suggested stock companies should be taxed here. 

In England, under both the socialistic and conservative govern- 
ments, life insurance has been taxed on the investment income basis 
with much larger deductions for most companies and at a preferential 
rate. How can it be charged that life insurance is undertaxed when 
it is taxed more heavily than it has ever been in the United States, is 
more heavily taxed than it is taxed in other English-speaking coun- 
tries and more heavily than other similar institutions of thrift are 

taxed ? 

The rationalization of the deduction granted and therefore the 
effective rate levied under the Mills law was never more clearly ex- 
plained than in the report of the Committee on Ways and Means, 
page 4, issued at the time of its passage, which said: 

The bill provides a deduction of 85 percent of the net investment income 
allocable to the regular life insurance business. The stopgap tax imposed on 
life insurance companies from 1951 to 1954 was equivalent to regular corporate 
rates applied to net investment income after an 87% percent deduction. On 
the basis of reserves presently stated on the company books, the industry cur- 
rently needs less than 85 percent of its net investment income to fulfill policy 
obligations. This smaller current interest requirement is due in part to the 
fact that in recent years the companies have transferred considerable amounts 
of surplus to reserves in a process known as reserve strengthening. While this 
does reduce the current need for interest additions to reserves, it does not appear 
desirable that tax liability should depend on pure bookkeeping changes. More- 
over, the ratio of interest requirements to current interest earnings will vary 
considerably over time because of the slow adjustment of reserve interest pat- 
terns to changing interest rates. It does not appear desirable that tax liability 
should depend on these year-to-year variations in the reserve interest picture. 

As a matter of fact, the average ratio of interest earned to interest 
required for the 17 years of 1942 through 1958 is still 858% 9 percent. 
The vice of using one year’s figurs is illustrated by the fact that al- 
though the interest earned by life insurance companies before taxes 
has only increased by about six-tenths of 1 percent from 1950 to 1957, 
yet by the vargaries of the 1950 law life insurance taxes would be 
practically doubled. 

Under it, instead of policyholders paying in the aggregate $4 in 
taxes for every $100 of life insurance savings, they would have to pay 
$6 per $100. This would be a burden which we deem to be unbearable 
and unconscionable considering the nature, the purpose, and the bene- 
ficial effect upon the economy of life insurance operation. It might 
well have an adverse effect on value of its service to the American 
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eople. The Canadian public already put more of their income into 
ife insurance than the American people do. 

Although the investment income type of law has been rationalized 
on the so-called free interest basis, it has never been practical to meas- 
ure the tax thereby because of the differences in the reserve bases used 
by the companies. I am including herewith two tables which I pre- 

ared and which were used in our testimony in 1954. 
Gentlemen, it seems utterly impossible to simplify what would 
seem to be the simplest thing in connection with life insurance. If 
ou would tax 3 interests according to the chart on my next page by 
individual companies, 2 companies that were just the same, except one 
that put their reserves up on 21% percent, and the other put theirs up 
on 31% percent, it would pay a difference in taxes as follows: The 314 
percent company would pay $52,000 and the 21% percent company 
would pay $390,000, more than 7 times. 

You turn it around and give each one of them a 3 percent deduction 
as the originals were—we had 4 percent deduction—it is just the re- 
verse. The company with the 314 percent reserve will pay the $286,000 
and the company with 21% percent reserve will pay $130,000. 

The only thing that equalizes where we always have the same tax 
on the same policyholder similarly situated is on the structure of the 
Mills bill which is a flat tax on net investment income. 

Now, when you talk about the 1950 law, the average of the business 
needing only 70 percent, well, that average is very different than a 
median. It is greatly overweighed by the big companies that have 
214 percent reserves. While I know you can’t put it on a company-by- 
company basis, and I have always objected to it and argued against it. 
By the same token, you cannot get away from the fact that an industry 
average works some injustices on other types of companies. 

Over a third of the companies in the convention still have 314 per- 
cent requirement whereas it is 2.75 for the whole business. There are 
a number of companies that, if you would reenact the 1950 law, would 
actually have to pay taxes greater than 100 percent of their investment 
income unless you put a device in there, a saving device, as has been 
done in some laws. And I will tell you, not that it is a bombshell or 
makes any difference, but the same thing is true of the 1942 law, and 
there is at least one company that I know of that is going to pay its 
taxes and sue to have it declared unconstitutional because you state 
in the law that the income is its investment income and the tax is more 
than 100 percent of its investment income and that would happen 
unless you put in many ameliorating provisions in the 1950 law as well 
as in the 1942 law. 

But my principal point in that item is it would be utterly uncon- 
scionable to put that amount of tax on policyholders. 

If you will do as I suggest, tax the profit of stockholders as they 
become identifiable, fill up this latent defect so the smart operators 
that have taken legal advantage of it cannot avoid taxes, then I think 
we have a law that 2 anyone can justify. 

This has convinced most students in the business for a long period 
of time that the only equitable way of levying such tax is by a flat tax 
on net investment income of all companies which the Mills law does 
by formula. Stock and mutual companies have been in agreement on 
this through 35 years of fierce riv alry in the field. It must have sub- 
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stance in fact. However, in fixing the rate, I repeat that the total cost 
falling on policyholders for the privilege of depositing their own 
money to buy family security is the controlling factor if profits made 
by stockholders are adequately and properly taxed. All additional 
taxes will be paid entirely by policyholders whether they have their 
insurance in stock or mutual companies. 

At the end of 1957, there were 121 million Americans who depended 
on life insurance for basic family security. They paid approxi- 
mately 4 percent of their income after taxes, on the average. Obvi- 
ously many millions of them were below the income-taxpaying income 
level. 

In spite of what may seem to be huge amounts of insurance in force 
and very large assets to secure them, the aver age family is insured for 
about $8,300 which is still equivalent to only 18 months of average 
disposable family income. I often say our hie companies are large 
only because they owe so many small people so much money. The 
average family pays about $200 a year in premiums. The average 
policyholder has approximately $800 of savings on deposit with the 
companies. These are the small savings of small people. 

We do not deny that the life insurance process should be taxed but 
we believe that the social benefits it dispenses should be taken into con- 
sideration as it always has been taken into consideration in the past 
by Congress through the years. The taxes levied will fall necessarily 
on the thrift of the prudent and provident millions who are trying to 
look after themselves and their families and have accumulated savings 
at great sacrifice. Every dollar of tax will diminish the slender in- 
come upon which their dependents will rely for the major part of their 
major sustenance. One of my very best friends on the committee 
staff, whom I shall not identify for history, advised me to leave the 
widows and orphans out of my testimony, and I have to now. But, 
gentlemen, you can’t leave widows and orphans out of life insurance. 
It exists for them and by reason of them. If loopholes are adequately 
closed and stockholders pay taxes on their profits received, at least 95 
percent of the taxes levied by any tax bill will necessarily be paid 
ultimately by widows and orphans, the aged and infirm, in the amount 
of income they have to cover their necessities. 

I thank you so much for being so patient with me under very trying 
conditions. 

The CuHamman. Mr. Adams, we appreciate the fact that you were 
able to appear before the committee today. We always look forward 
with a great deal of interest to any statements that you have to make 
on this problem because we know of your many years of experience 
and of your honest effort to be of assistance to Congress in the past in 
development of a permanent solution of this problem. 

We appreciate your bringing with you those that you have today 
at the witness table. 

I repeat again what I said this morning, it is always my practice, 
as you know, “to ask questions for purposes of information and in order 
to try as best I can to understand the many complications that eixst in 
this field. 

As I understand your statement, you advise us that the total income 
approach as set forth in H. R. 13707 or even the combination as sug- 
gested in the compromise proposal that was discussed this morning is 
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not a satisfactory basis of taxing the income of life insurance com- 
panies for the reasons which you gave. As an alternative to that 
approach and as an alternative to the so-called stopgap legislation of 
1955, you suggest that we take the stopgap, however, as a basis for the 
development of permanent legislation, amend the arithmetic to reflect 
what may be more nearly the net investment income over a period of 
years if that is deemed to be advisable. Then we plug the so-called 
loopholes that may exist, in the case of companies that do not deal 
primarily in life insurance but because of definition enjoy the life 
insurance company tax treatment. 

Is that pretty generally the suggestion that you have ? 

Mr. Apams. Mr. Mills, with 1 or 2 amendments. H. R. 13707, I am 
sure, to that I am opposed, unreservedly. 

The Cuarrman. I understand that. 

Mr. Apams. My organization is. 

The Cuamman. I understand that. 

Mr. Apams. I am operating under a directive by my organization. 
We have 275 clients, you know. Youare going to have some difference 
under a resolution supporting investment income. However , what I 
have said about the Treasury plan I have said on my own, that pre- 
sumably half total income w ould be half as bad. Whether it was half 
as bad or less than half would depend a good deal on the details thereof. 

We have a committee studying that plan. We will have an execu- 
tive committee meeting of my own organization on Friday. I will 
feel compelled to let my whole membership know what the details of 
this Treasury plan are when they are fixed and determined. 

So while I am representing my organization, and I must do that, and 
not myself, at the moment, I cannot say that I can agree with the 
Treasury plan. I am not saying that I oppose it to the same extent 
that I did with this whole total income plan. I say we are studying 
that and will study it more. While I am not ina position to support 
it at this moment I am not giving it quite the same treatment as the 
other. 

Now, that will be a decision that somebody besides myself would 
have to make. 

If you said to me, “Do you want this or do you want that?” and I 
answered, it would depend on what side of the room I went out, which 
group of my membership would cut my throat. I have a lot of friends 
here. I might as well put this on top of the table. There are men in 
our organization who would look with some equanimity on the 1942 
law if they thought the alternative was something in the nature of the 
McCormack bill. Their philosophy is this, that much as they had 
horses which have been running races with 126 pounds on their backs, 
if you understand the language, they would hate to have 136 pounds 
put on at Belmont after the Derby. But they would rather do that 
than have 130 pounds and let Round Table and Gallant Man come in 
at ostensibly the same weight and be able to throw weight away all 
over the track and come in at the wire at 108. They would say at least 
this will be fairer, but that is not the official position of my organization 
and I do not believe it is the position of the vast majority of my 
membership. 

I will tell you why. These big companies are articulate. They 
know what is going on. They are here to speak for themselves, and 
there will be witnesses from many of them. 
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There are a lot of small companies that belong to my organization 
that depend only on me. In the Mills bill there is a notch, as you 
remember, on the first million dollars so that there are a lot of small 
companies, that if the 1942 law comes into force again would have an 
increase in their taxes not of 45 percent as it would in the case of the 
Prudential or the New York Life, but their taxes would be increased 
70 percent and 80 percent and 90 percent. That is where it would hurt 
the most. 

I know that we very greatly hope that you would take into consid- 
eration both the State taxes we pay and the nature of our business in 
determining what the tax level would be. 

I don’t think I can tell you at this moment what my organization 
as such would say if you put it to us stiff: “Do you want the 1950 law 
or the Treasury compromise?” because we have had no opportunity 
to ponder it. 

The Cuarrman. I did not intend for you to go further into those 
points, Mr. Adams. What I was trying to find out just very briefly 
is what it is that your group thinks we should doasa permanent propo- 
sition, and I tried to state that. Do you want us to take the 1955 stop- 
gap proposals 

Mr. Apams. Thestructure. 

The Cuarrman. Make the adjustments with respect to the fixed 
amount that may be determined net income, if that is necessary ¢ 

Mr. Apams. As little as possible. 

The Cuarrman. I understood that—to make whatever adjustments 
are deemed to be advisable in that respect, and then to plug certain 
loopholes, as you describe them, presumably to take care of those com- 
panies that undoubtedly realized far more income than does the 
average life insurance company of the same size. 

Mr. Apams. Put it on the table. They are largely the credit com- 
panies, and they have captive markets. They fix their own prices 
and the ordinary forces of competition do not work. They put up 
very little in the way of reserves and get very little investment income. 
It is very simple. We could take care of them just as we took care of 
the Texas investment companies before. 

The Cuarrman. Could we do it with respect to the definition of life 
insurance companies ¢ 

Mr. Apams. I think so. 

The CuHarrmMan. What can we say on that? 

Mr. Apams. I think the Treasury has a definition. As I remember 
it, it was based on some percentage, if the investment income was less 
than so much of their net gain, they would be taxed on the total income. 

Mr. Brannon has it. 

Have you not the Treasury suggestion while I have been home work- 
ing on my testimony ? 

The Cuatrman. Yes, Dr. Brannon tells me he has that suggestion. 

Mr. Apams. It is very good. 

The Cuarrman. I did not know it was available. 

Mr. Apams. It is very good. 

The CuatrmMan. Let us look, then, to see what is the fair and equit- 
able division on the basis of the industry asa whole. I asked the ques- 
tion this morning whether the 1950 law would be a proper basis for 
measuring the net investment income of the industry. You say that 
that is not a proper basis, and you gave your reasons. 
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What is the proper basis for making this determination and what 
should we consider to be, for purposes of permanent legislation, the 
line of demarcation between that free investment income and that in- 
come which is necessary in the operation of the companies and the 
fulfillment of contract ? 

Mr. Apams. Again, I have testified a good many times for a good 
many years, but I think the social effect Tal be taken into consider- 
ation. I think that a very heavy load is laid on the average policy- 
holder now, who is privileged to save his own money for his own 
family. I donot think it ought to be any higher. 

I want to say this, too, Mr. Mills. I think one of the difficulties 
that developed in our situation, and the bad climate on the other side 
of the Hill, the other side of the Capitol, is this: The only place there 
has ever been a full hearing on the merits of a life insurance tax bill 
preceded or followed by conferences where people were really trying 
to see how it operated, has been in the subcommittee that you and Mr. 
Curtis were on. He was first the chairman of that subcommittee and 
then you succeeded him, and there is also this one. 

Every hearing before the Treasury has been a short hearing under 
the gun, just on one thing. The ‘Treasury says, “This is not the right 
bill. Should we not have it for 1 more year ”’ 

I would like very much to get an opportunity to argue to the Senate, 
as well as the House. There is no criterion that I know that is a 
scientific one. If you follow an investinent income approach I do 
not think the average is right because it falls too heavily. The median 
would be better. A median with a subtraction of taxes would be where 
it ought to be. I cannot bring myself to say that life insurance taxes 
ought to be increased over what they are in the 1955 bill, not only 
because of the position I have but because I believe that, that you are 

utting very heavy taxes on a great institution, and the nature of it 
ines such as it is, my Heavens, in Canada they do not levy an income 
taxatall. Why should we look about how to tax it more. 

They do not pay a single tax but premium tax except the stockhold- 
ers, and they do it the same way that I have suggested the stockholders 
pay. 

Now, you are taxing them about $2 a hundred under this bill. Mr. 
Mills, I think you ought to be wees of your bill instead of apolo- 
gizing. 

The CuarrMan. I am not apologizing to anybody. 

Mr. Apams. I see. 

The CHarrmMan. Iam very proud of what we did in 1955. 

Mr. Apams. I did not really mean apologize. 

The CHarrman. I think you understand the practical reasons that 
prompted me to say that I am not going to suggest to the Congress 
that we continue it to 1958. What I want is a permanent solution. It 
may be on that basis, with suggested changes, but it would not be 
merely a continuation of the 1955 stopgap. 

Actually, as to the bill, you labeled it the Mills law, but for the pur- 
poses of this record it should be noted, I think that the baby was origi- 
nally conceived when Mr. Curtis was the chairman of this subeommit- 
tee, and due to the decisions of the voters at that particular time, the 
chairmanship of the subcommittee changed before anything was defi- 
nitely developed. 
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Mr. Apams. I understand. 

The Cuatrman. Really, it should be known, if it is not to be known 
as the stopgap legislation, as the Curtis-Mills or Mills-Curtis pro- 
posal because we both had a part in it, but neither one of us is fate 
for the purpose of denying authorship of anything. 

Mr. Apams. It was not intended as a stopgap bill. It was only a 
stopgap bill because the Treasury came in and said “We do not want 
anything to do with it.” 

The Cuamman. We intended it to be permanent. In order to get 
anything passed at that time it was necessary we make it stopgap and 
we have been in that quandary ever since in legislating and hoping 
that we could come forward with a permanent solution. 


Very frankly, I do not now view it as being a satisfactory permanent . 


proposition because of the many things that you suggest yourself, 
that ought to be done to it if we are to make it permanent. 

Mr. Apams. I am awfully glad to make it clear that this suggestion 
of mine that the stockholders pay when they become identifiable is not 
anything new. 

The Cuarrman. I understand that. I wanted to get more informa- 
tion about that provision. You leave me in a great quandary with 
your statements that we cannot tell what the insurance companies 
made in the first place. How are we going to be able to tell what is 
for the purposes of this amendment, a separation of funds to the ac- 
counts of stockholders ? 

Mr. Apams. You can determine taxability of the dividends distrib- 
uted. 

The Cuatrman. I know. But here is a practice that I understand 
exists not only among stock life insurance companies but other corpo- 
rations. Occasionally they issue new stocks in the form of a stock 
split. 

Now, is that to be considered? Of course it is not ordinary income 
when received by the recipient, but merely for purposes in determin- 
ing a base of capital gain. Do we, in this situation you suggest, have 
to consider that as a distribution of earnings and tax it in the hands 
of the corporation as earnings? 

Mr. Apams. I do not know why it would not be. You are just 
dividing the pie in more pieces. ° 

The Tatts Iam not hearing you. 

Mr. Apams. I say you are just dividing the pie in more pieces, as I 
understand it. 

The Cuarrman. You would label that, then, as taxable to the com- 
pany upon distribution ? 

Mr. Apams. Yes. But no stock company should pay less than 108 
percent of the amount they pay in dividends to stockholders, and that 
will catch every one of them. 

The Cuarrman. 108 percent? 

Mr. Apams. Yes; that is mathematical. You are taxing on what 
has to be earned to pay your dividends at 52 percent taxes, at least. 

You explain that to him. 

Mr. Guertin. The tax is 52 percent of an amount of earnings. In 
order to pay the tax, the dividends to stockholders and tax also it 
would be necessary to have earnings of about 108 percent of the amount 
of the dividend actually paid in cash to a stockholder. So that you 
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can reconvert a dividend into an amount of earnings that is detached 
from the earnings of the corporation or distribution. 

The CuatrmMan. Do you gentlemen agree with Mr. Adams? 

Mr. Apams. That is the Canadian system. 

The CuHarrMAN. I see. 

Do you agree with the conclusion there of Mr. Adams in answer to 
the question that if we should follow his approach and tax in addition 
to the next investment income these amounts that are distributed as 
dividends that we want to be certain that we recognize as a distribu- 
tion of dividends these stock splits. 

Mr. Roop. No, sir; I do not agree with Mr. Adams.. I believe he 
intended a tax dividends only. 

Mr. Apams. I did not say that. 

The Cuarrman. You misunderstood me then. 

Mr. Apams. I certainly did. 

The Cuarmman. How do we consider this? 

Mr. Apams. I said a stock dividend only divides the same ownership 
in so many pieces of pie. 

The Cuarrman. Let us take the case I talk about. This company 
is a closely held company. Mr. O’Brien, Mr. Simpson, and I own 
equally the shares of this company. We have 100 shares between us. 

Mr. Apams. Yes. 

The CuatrMan. We have not paid any dividends over a period of 
30 years. We have ploughed back our earnings into the building of 
the company. Suddenly we decided that we will issue the equivalent 
to ourselves of the stock that we have so that among us we have 200 
shares of stock, and we do it. That stock maintains relatively the 
same share value that it had before we issued this additional stock, 
which is not unusual, is it? At any rate, under the tax theory that 
now exists, Mr. O’Brien, Mr. Simpson, and I do not have to pay ordi- 
nary income tax on that distribution of this new stock. It merely goes 
into our base for purposes of determining capital gain when we sell 
all our stock or any part of it. 

If that transaction is not to be treated within your formula as 
dividend distribution, what I want to know is: From what source Mr. 
Simpson, Mr. O’Brien, and I could develop earnings that would justi- 
fy that distribution if they do not come from net investment income 
or from some other income ? 

Mr. Apams. I so stated just a moment ago. I, myself, cannot un- 
derstand if you, Mr. O’Brien, and Mr. Simpson each have 100 shares 
of stock, you decide to have a stock dividend and have twice as many 
shares. You have just the same amount of property. You have 
the same amount of interest in it. All right. You sell it. You are 
selling the same proportionate interest. You are selling now one- 
sixth proportionate interest instead of one-third. 

The Cuarrman. I am not concerned about the effect on Mr. Simp- 
son, Mr. O’Brien, and me. I am concerned under your theory of tax- 
ing something in addition when dividends are distributed. 

Mr. Apams. Any time a company paid a dividend on any of your 
stock, that would be the floor of the tax that they pay to the United 
States Government under any circumstances. 

_ The Cuarrman. I do not have any difficulty now in understand- 
ing the straight distribution of dividends to Mr. Simpson, Mr. 
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O’Brien, and me. I say for 30 years we issued no dividends at all, 
have not declared any dividend; we kept that money, and the com- 
pany has grown. All of a sudden we decide, as owners of the com- 
pany, that we will split the stock. We will end up with twice as 
much stock as we had to begin with. We have issued from the com- 
pany this stock. 

Now, is that to be treated as a distribution of dividend, for pur- 
poses of your suggestion, or not ? 

Mr. Apams. I would not think so. 

The Cuamman. Why should it not be? 

Mr. Apams. Because it is not cash. 

The Cuarrman. It is not what? 

Mr. Apams. It is not cash. 

The Cuatrman. If we permitted only the taxation of the distribu- 
tion of straight dividends and did not tax the distributions of these 
splits which undoubtedly, come from earnings, that have been ac- 
cumulated in lieu of dividends, would we not have then just about as 
much of a loophole in the law as we have, as you referred to with 
respect to these so-called insurance companies that enjoy the life in- 
surance company treatment, because, actually, I would think that 
every stock company would ultimately get to the point of issuing 
stocks instead of dividends. 

Mr. Apams. Mr. Mills, it is clear in my mind. Perhaps because I 
am tired and dull at the moment I am not putting it across to you. 
Could I put the answer on paper and give you what I think the an- 
swer is in the hearing tomorrow? I will get some expert help in 
the meantime. 

The Cuarrman. That would be perfect. I just want to know what 
you would include under your formula. I am merely trying to de- 
velop information. If you desire to do so, we will put the answer at 
this point in the record without objection. 

Mr. Apams. Yes. 

(The information referred to follows :) 


APPLICATION OF TAX ON STOCKHOLDER DIVIDENDS AT THE TIME OF MUTUALIZATION, 
LIQUIDATION, STOCK SPLITS, AND THE PAYMENT OF STocK DIVIDENDS 


(Submitted as an addendum to the testimony of Claris Adams in accordance 
with the request of the chairman of the House Committee on Ways and Means 
at the hearings of the Subcommittee on Internal Revenue Taxation, November 
17, 1958) 


In his testimony, Mr. Adams suggested that an alternate tax be paid at the 
time cash dividends are distributed to stockholders. 

In questions by Chairman Mills and other Congressmen following the pre- 
sentation of this testimony, the matter of the application of such a tax at the 
time of mutualization, liquidation, stock splits, and the payment of stock divi- 
dends was raised. 

The declaration and payment of a stock dividend or the process of splitting 
stock by a corporation does not represent the distribution of earnings of the 
corporation to its stockholders. It merely represents a substitution of a larger 
number of shares, each of smaller value, for those held by each stockholder. For 
example, the owner of, say, 100 shares in a corporation with 1,000 shares out- 
standing is the owner of 10 percent of stock. If the corporation pays him a 100- 
percent stock dividend or if it splits its stock on a 2-for-1 basis, he receives 100 
additional shares, making him a total of 200. The corporation’s outstanding 
stock would become 2,000 shares, but the shareholder still owns the same pro- 
portionate part of the business as he did before; namely, 10 percent. The market 
price of each share customarily drops immediately to half the previous price, 
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so that the total market value of the stockholder’s holdings are unchanged. 
Subsequently, there may be an appreciation or a depreciation in the market value 
of both the old and new shares. 

For income-tax purposes, the law recognizes this transaction for what it 
really is; namely, the cutting up of the value of the company into more pieces 
or shares. The stockholder, for the purposes of computing his capital gain or 
loss upon sale, adjusts the cost of each share of his stock accordingly. 

If the stockholder, subsequent to the stock dividend or split, sells the 100 shares 
received at the time of the stock dividend, he dilutes his interest in the business 
by one-half, from 10 to 5 percent. The same result would have been accomplished 
if he had sold half his shares prior to the stock dividend or stock split. 

Any gain resulting therefrom is recognized as a capital gain and not as ordinary 
income, because it results from the sale of a part of the investment originally 
made and not from any cash distribution of earnings on the part of the 
corporation. 

When the imposition of a part of the tax is deferred until the corporation 
makes a cash disbursement to its stockholders, it is obviously proper to tax all 
such amounts which are actually paid to stockholders in excess of the total of 
eapital surplus contributed by the stockholders and surplus earned prior to the 
effective date of the new law. This would apply with equal force to amounts 
paid in partial or total liquidation or mutualization. It may be noted that, at 
that time, any amounts of surplus transferred previously to capital in the stock- 
dividend process are subjected to tax. 

The Cuarrman. Now, Mr. Adams, again I apologize. The Treasury 
said this morning that we should not, if we can avoid it, permit the 
1942 law to become again operative with respect to 1958. We should 
try to develop a better permanent approach to taxation of life insur- 
ance companies. They gave us their reasons why they thought the 
1942 law is not entiatuater y. Would you, very briefly, tell me what 
there is about the 1942 law that should cause it not to become reacti- 

vated and effective ? 

Mr. Apams. In the first place, my biggest objection to it is, and 
it has shown, that it is so unstable that it goes up and down with expe- 
rience out of all proportion, with the changing conditions. With the 
change of one-quarter of 1 percent interest rate, it went up several 
points. It proved one time it would yield nothing; another time it 
falls very heavily on us. 

My biggest objection is that the tax falls too heavily upon the pol- 
icyholders which save any money for their own f amilies. But, aside 
from that, it is not near as good a tax as the Mills law in structure. 
It does not take care of this ‘loophole of the Texas companies that we 
took care of. It does not tax the accident and health companies, in my 
judgment, as satisfactorily as the Mills law does. 

We get the same rates, and I will not pay it but a lot of people you 
know will. The greater we get, that rate is thrown on us. If we did, 
I would rather have it under the structure of the Mills law than the 
structure of the 1942 law, because there were many improvements made 
in the Mills law. 

The Cuatrman. Mr. Adams, if you would permit, I think you want 
to correct some portions of yorr answer, because you will recall that 
some of the features of the 1955 stopgap proposal were made per- 
manent; they did amend, actually on a permanent basis, existing law. 
The points that you mention, I think, are permanent, as I recall. 

Mr. Anas. That may be correct. 

The CuatrmMan. But let me ask you this: Is it not your thought 
that the 1942 law should not be permitted to apply to 1958 income? 

Mr. Apams. I do. 
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The CuatrrMaNn. Because of the inequitable distribution of the bur- 


den of the tax under that law. Isthat true? to 
Mr. Apams. Both of them. pe 
The Cuarrman. I am talking about the 1942 law. m 


Mr. Apams. Both the magnitude and the dimension. 
The Cuarrman. What companies will pay this additional tax over 
the stopgap proposal if the 1942 law becomes effective? I have had 





some of the smaller stock companies tell me that they will pay a much 7 
higher percentage. Is that true or not? 
Mr. Apams. A much higher percentage of what? ‘s 
The Cuarrman. Of the addition. There will be more revenues to be | 
derived under the 1942 law than under the continuation of the stop- 
gap proposal. Is that difference fairly distributed among the com- | 
panies? Is the statement made to me by some of the people connected ful 
with the stock companies, to the effect that they will pay a higher pr 
percentage, accurate or not ¢ de 
Mr. ApAms. Well, that point must be the one that I raised with you 
a little while ago. ‘The tax under the Mills law is 8714 percent on the en 
first million of investment income and 85 percent thereafter. The 
small companies maintain that 214 percent on the first million is im- fir 
portant. They would have their taxes raised very much more heavily én 
than the larger companies would, in proportion. 
The Cuarrman. I had one executive of a stock company tell me “f1 
that his net investment earnings in 1958 would approximate $50,000; thi 
that his tax under the stopgap proposal would be $56,000. If we io 
permitted his income to be taxed under the 1942 law, the tax would be rec 
$126,000. That caused me to be concerned about the distribution under sul 
the 1942 law. Is there an inequitable distribution if we permit it to int 
go into effect ? . . 
Mr. Apams. Mr. Mills, as far as I can remember, they both come out pre 
at a flat. tax on net investment income at some rate with these differ- int 
ences of an accident and health out and things of that kind. The only "int 
difference in this conclusion that I can think of at the moment is the = 
one that I mentioned; that the small companies have this excess dis- pre 
advantage on the first million. cla 
I have seen companies—well, you will have a mutual company man So 
testify here who will testify that the 1942 law will tax him more than Poe 
100 percent of his excess interest applied individually to his own com- ha 
pany, and I think he will have examples of a great many more. ta 
The Cuarrman. It is possible, is it not, that the largest percentage | 
increases would come from the larger companies, under the 1942 law? = 
Mr. Apams. I would think it would be just the reverse. of 
The Cuarrman. I was merely trying to ascertain whether or not the 
increase falls on the smaller companies percentagewise or upon the asi 
larger companies, that is, percentage of the increase. ie 
Mr. Apams. The average company under the 1942 law on the 1957 2y 
operations, that is, if the 1942 law had been in force in 1957, there rel 
would have been an increase of about 45 percent. = 
But for companies like Mr. Hays’ down in Texas, it would have - 
been 70 percent. For some others it would have been 90 percent. 
I do not know of any large company that would be taxed an increase th 
of over 45 percent. It is just the opposite. Because of the notch es 
in the Mills law the 1942 law would fall more heavily on small com- m4 
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The Cuarrman. If you have any further suggestions that you want 
to insert in the record at this point on why the 1942 law should not be 
permitted to apply to all income, without objection, Mr. Adams, you 
may do that. 

Mr. Apams. Thank you. 

(The information referred to follows :) 


JUSTIFICATION OF THE 85 PERCENT RATIO USED IN THE MILLS LAW TO COMPUTE 
THE RESERVE AND OTHER Po.icy LIABILITY DEDUCTIONS 


(Submitted as an addendum to the testimony of Claris Adams in accordance 
with the request of the chairman of the House Committee on Ways and 
Means at the hearings of the Subcommittee on Internal Revenue Taxation, 
November 17, 1958) 


It has been consistently recognized that the interest added to policy reserve 
funds is a proper deduction in determining net taxable income. The only 
problem has been the method of computing this reserve and other policy liability 
deduction on a basis that would be equitable for all types of companies and 
sufficiently stable to permit companies to estimate future tax liabilities for the 
purpose of computing premium rates, dividends, reserves, and nonforfeiture 
values. 

An amount equal to 85 percent of net investment income (8714 percent on the 
first $1 million) has been used in the Mills bill. The chairman of the Ways 
and Means Committee has raised the question as to whether this formula pro- 
duces the correct deductions. 

A superficial study of the question would seem to indicate that the so-called 
“free-interest” method should accurately produce the proper amount. Under 
this plan, the “required interest” would be computed for each company and 
would serve as the deduction. It should be noted that the expression “required 
interest” does not appear in the annual statement. Insurance men have long 
recognized that the “tabular interest,” which is all that the statement shows, is 
subject to individual selection and usually differs greatly from the amount of 
interest actually required to be earned on policy funds. 

There are several reasons why this method is not appropriate: 

(1) Companies use reserves computed at various rates of interest——At the 
present time, companies are issuing policies with reserves based on rates of 
interest between 2 and 3% percent. Some companies use different rates of 
interest on different plans of insurance and at least one company varies the 
interest by duration on the same policies. Obviously, it would be unfair to 
charge different taxes to two companies that issued life insurance at the same 
premiums, earned the same rate of interest, incurred the same expenses and 
claims, but differed only in the rates of interest used in computing reserves. 
Some companies may choose to value on a conservative basis by using a low 
interest rate while others prefer to maintain minimum reserves and carry the 
difference in surplus for the protection of policyholders. In the long run, both 
have the same obligations to their policyholders and both should pay the same 
taxes. 

On page 54 of his testimony, Mr. Adams showed very clearly how the selection 
of 3 different reserve tables by 3 similar companies would change the so-called 
“required interest’ without their being any basic difference in the actual needs 
of the three. 

(2) The interest rate used in computing reserves may not be the same as that 
assumed in the calculation of premiums.—Many companies use conservative 
mortality tables and interest rates for the calculation of reserves, but compute 
premiums on more liberal assumptions of mortality and interest. For example, 
2% percent is the interest rate most commonly used for reserves in policies cur- 
rently being issued, but many premiums on new policies are based on rates of 
interest of 34%, percent or higher. Consequently, more realistically, the free 
interest is the difference between that earned and 3% percent rather than 2% 
percent. 

For example, let us consider a company which has computed its premiums in 
the expectation of earning 344 percent. It decides, for reasons in no way con- 
nected with taxation, to use 24% percent reserves. After a number of years, it 
has a reserve of $100,000 and total assets of $110,000, which this year earn, let 
us say, 4 percent, or $4,400. The “required interest” would be $2,500, and the 
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taxable income would be $1,900. Remember, however, that this company actually 
needs 314 percent, not 2% percent, to carry out its obligations. Had it foreseen 
that the taxgatherer was going to use the “required interest,” the company could 
have decided to use 34%, percent reserves. It would have exactly the same assets, 
but its reserves would be only $92,500 (assuming 10 percent decrease in reserve 
for each 1 percent increase in interest rate). It would earn the same amount 
of interest, but now 3% percent of $92,500 (which is $3,006.25) would be the 
“required interest.” This would change the taxable income from $1,900 to 
$1,393.75. This difference between the true and the artificial required interest 
is over 20 percent. 

The question might well be asked why an actuary would choose 344 percent 
interest for premiums and 214 percent interest for reserves. The lower rate is 
used for reserves to produce conservative liabilities and to provide high cash 
values for competitive reasons. The 314-percent rate is used in computing pre- 
miums because that is the actuary’s best estimate of the probable future earned 
interest rate, and he desires to obtain a low but safe premium. 

Does this practice not then result in a large profit from interest which escapes 
taxation? The answer is “No,” because the actuary figures that the additional 
interest earned on the reserves will be used to pay expenses. This becomes clear 
when the premiums actually charged by one mutual company for ordinary life 
are compared with the theoretical net premiums based on mortality and interest 
rates only which are used to accumulate reserves. A comparison is given below: 








Age Actual Net Margins for 
premiums premiums expenses 
I iicinsiincopitctntae ian tesee ~eel chit tntntinnimogudyt $14. 73 $12. 49 $2. 24 
ie leant ciate nro eae teghotae ome meerer ° 22. 65 | 20. 50 2.15 
1.82 


SI. ae ENE ALISA DOL a a 38.72 | 36. 90 | 


The fact that expenses must come from other sources than the margins in the 
premiums is also clearly demonstrated by the figures shown in the annual state- 
ment of this company, which are as follows for 1957: 


Oa eT cite ane aiircheoipded ain ms bards doves $11, 541, 138 
Margin for expenses in premiums as computed above___-___-_-__-- 4, 149, 475 
I ta ree aden ashen ano 7, 391, 663 


These expenses must be covered, either by interest earnings or savings in mor- 
tality. In practice, they are paid from both sources. 

(3) The “required interest” of many companies has been reduced because of 
the revaluation of old business on a more conservative interest basis.—During 
the late forties and early fifties, when earned interest rates were at a very low 
level and many companies earned less than their required interest, reserves were 
strengthened by reducing the rates at which they were being accumulated. 
Many companies reduced the interest rates from 314 to 3 percent and some 
changed to 2% percent over 2% percent. 7 is had no tax motivation whatso- 
ever. It was done to make the companies safer, and was encouraged by the 
insurance departments of the various States. In fact, the companies were com- 
mended for protecting the interests of their policyholders by strengthening 
reserves to reflect the trend of lower interest rates. They were the same com- 
panies after they had taken this action as they were before, yet, because of this 
purely accounting change, the “required interest’ was artificially lowered. Yet 
their interest requirements were obviously no more and no less than before, and 
their taxes should not be increased merely because of changes in bookkeeping. 

For these reasons, “required interest” or “tabular interest” as shown in the 
annual statement or as it would be computed in tax returns has little validity, 
and the free interest theory is unacceptable. 

The question then arises as to whether a satisfactory ratio based on an 
average of the figures for all the companies might not be satisfactory. This is 
the 1950 law which produces ratios of 70.81 percent for 1957 and 68.63 percent 
for 1958. There are several objections to this procedure: 

(1) If it is not appropriate to use the actual experience of individual com- 
panies for the reasons given above in (2) and (3), it will be absurd to compute 
ratios based on the aggregate figures. 








- we sv 


= & 


‘ory * = Vw 


TAXATION OF THE INCOME OF LIFE INSURANCE COMPANIES 87 


(2) There are hundreds of small companies compared to a few large com- 
panies, yet the figures of the giants far outweigh those of all the other organiza- 
tions. Since these large companies have been in business for many years and 
have had an opportunity to accumulate substantial surpluses, they generally use 
lower and more conservative rates of interest in computing reserves than the 
smaller companies. Also, they have revalued old reserves on a more conserva- 
tive basis to a much greater extent than the smaller companies for the reasons 
outlined on page 21 of Mr. Adams’ testimony. Consequently, it would be unfair 
to use averages for the smaller companies which are heavily weighted by the 
overly conservative figures of the large ones. 

The Mills law solved this problem by adopting a ratio of 85 percent, which 
was somewhat higher than the actual ratio of required interest to earned interest 
(78.81 percent in 1954). This recognized the impropriety of using the exact 
average of the previous years. The philosophy is clearly explained by Mr. 
Mills in his report 1098 on July 11, 1955, when he reported : 

“On the basis of reserves presently stated on the company books, the industry 
currently needs less than 85 percent of its net investment income to fulfill policy 
obligations. This smaller current interest requirement is due in part to the fact 
that in recent years the companies have transfer.ed considerable amounts of 
surplus to reserves in a process known as reserve strengthening. While this 
does reduce the current need for interest additions of reserves, it does not appear 
desirable that tax liability should depend on pure bookkeeping changes. More- 
over, the ratio of interest requirements to current interest earnings will vary 
considerably over time because of the slow adjustment of reserve interest patterns 
to changing interest rates. It also does not appear desirable that tax liability 
should depend on these year-to-year variations in the reserve interest picture.” 

There is still another point which should be considered in determining the ratio 
to be used for the interest deductions. Self-administered pension plans are not 
subject to a Federal income tax. Consequently, qualified pension plans issued by 
life insurance companies should also be exempt from taxation. If this is done, 
it will affect the calculation of the ratio for the deduction of required inte*est 
If appropriate adjustment is made for qualified pensicn plans and annuities, 
there will be an increase of about 2 percent in the ratio of required interest to 
earned interest. 

Several attempts have been made to determine whether the 85 percent ratio 
specified in the Mills law is still appropriate. 

Consideration was given to the possibility of using a 15-year moving average. 
Such a plan would smooth out the violent fluctuations which occur in annual 
figures, and would have prevented the failure of the 1942 formula in 1947 and 
1948 when it produced no tax. In the last 3 years, such a 15-year moving 
average would have produced the following results: 


Percent 
1956....- statteacahles sot taiea dal as aati so chp ch doth teh cs te ch tenen din tae el erate eaten 87. 94 
PI hs hel as ites ieee Sis a, kth dk wpe deahcwaiate sie quite lacie idee las Sats Sila tidied, dn wiredmcleh cease, aad 86. 46 
I icescarcives teal nr eile ws os cisdy Shics a enicigen ges aici oie hated acta tins Ui alee apa tae peels 84. 94 


A moving average is probably not the answer to the problem but the figures 
do support the contention that 85 percent is still a reasonable ratio and repre- 
sentative of the ratio when based on the average of several recent years rather 
than a single year. 

An entirely different approach to the determination of the interest deduction 
is being advanced at these hearings by Mr. Beers as suitable for inclusion in a 
tax formula. It is known as the adjusted reserve method and is related directly 
to the company’s own current operations. The plan provides that the policy 
reserves will be adjusted on the basis of the rate of interest which the company 
is currently earning on its assets. A calculation of the reserve and other policy 
liability deduction has been made for 1957 and it has been found that the total 
interest needed gn this basis is 824% percent of the interest earned during that 
year. This is further evidence of the validity of the 85 percent deduction allowed 
in the Mills law. 

In computing premiums, companies must estimate the amount of taxes they 
will be required to pay in the future. It is important that the deduction for 
required interest be based on long-term averages so that reasonably accurate 
estimates can be made for premium purposes. 

In the calculation of premiums, such factors as interest, mortality, and ex- 
penses must largely be based on past experience and the actuary must use such 
averages as he thinks appropriate to cover the unknown hazards extending over 
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uncertain periods ranging up to 100 years. To ignore the average experience 
of the recent past, and the assumptions as to future trends, and to base the tax 
on a single year’s experience is illogical, unreasonable, and lacks an appreciation 
of the true nature of the industry’s operation and its long-term obligations to 
policyholders. 

The life insurance industry occupies a unique position in America’s political, 
economic, and social life. This position has long been recognized and was re- 
flected in the philosophy of the Mills law. That position must be understood by 
any draftsman of permanent tax legislation or the life insurance industry will 
be altered in a way which may cause fundamental changes in the American 
way of life. 

Protection for the family of a wage earner is the highest moral function of this 
industry. It offers in a free enterprise system the only way a low-income man 
can guarantee an income to his family in event of death or disability. 

The industry through its guardianship of the savings of the bulk of America’s 
citizens is also one of the greatest reservoirs of capital for continued industrial 
expansion through private rather than Government means. 

In view of these points, the life insurance industry is entitled to a deduction 
for interest required to maintain reserves somewhat higher than the pure 
arithmetic average of the unrealistic figures for the individual companies. It 
is believed that an 85 percent ratio is not unreasonable. 

The CHarrman. The 1950 law was at one point advocated by the 
industry, as I remember, was it not ? 

Mr. Apams. It was. 

The CHamman. You say now that is not a realistic way of pro- 
ceeding under the net investment income. 

Mr. Apams. Within 1 year we found that we had developed a 
Frankenstein. You are not interested in companies’ counsels, I fought 
it and fought it. I was chairman of the tax committee. It was out- 
voted and I came in and supported it. Within 1 year history justi- 
fied my position. 

Between the hearings by the Ways and Means Committee and the 
Senate Finance Committee we changed our position to a flat tax posi- 
tion and persuaded them to change the 1950 law. The reason was the 
Senate Finance Committee did not like this aver aging business at all. 
You see, the 1950 law and the 1942 law area little different than the 
Mills law because they have averages. Under the Mills law every- 
body has 85 percent. But under the 1950 law the Secretary finds out 
what the average is of the whole industry and the big companies out- 
weigh the experience of the little companies. As a consequence one 
man’s tax is based, in part, just right out where you can see it, on 
some other company’s experience, and Senator Milliken, in particular, 
and Senator Taft and Senator Byrd did not like that. We got out 
from under that Frankenstein at that time. 

We did approve that, and we corrected it in a year. The Senate 
Finance Committee corrected it within a year. We both made a 
mistake and we both corrected it. 

The Cuatrman. Mr. Adams, what did the insurance industry say 
for purposes of showing its solvency or for whatever other purpose 
it said it? What did the industry itself say was an in@ustry average 
of the percentage of this investment income that it needed to retain 
to carry out its contracts in 1957 ? 

Mr. Apams. Mr. Guertin will give you that figure. 

The Craman. It was less than 70 percent, was it not—69 plus a 
fraction ? 

Mr. Apams. I am sure it was in that nerghborhood. 

Mr. Guertin will give you that. 
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Mr. Guertin. It was 70.81 percent. 

The CuarrMaNn, 70.81 percent ? 

Mr. Guertin. The whole industry. 

The Cuarrman. In 1957 ¢ 

Mr. Guertin. In 1957. 

Mr. Apams. This 68 percent figure was the balances, 

The Cuairman. What is it for 1958 4 

Mr. Guertin. That would correspond to 1958. It would be 68.68. 
There is a lag in the figures of a year. 

The CuarrMan. 68.63. 

You say, though, that is not a realistic figure of what is required. 
Why is it not a realistic figure? 

Mr. Apvams. It is an actual figure of an average, but there are com- 
panies that pay 90 percent of their interest of their reserves. 

The CuairMAN. Some companies, then, would pay less than 68 
percent actually ? ‘ 

Mr. Apams. In the Treasury hearings there was a whole list that 
Mr. Lindsay had. I thought the lowest one was about 60 percent. 
That is my recollection. 

The Cuarrman. Mr. Adams, you and the members of the industry 
can quite well understand, I am sure, why there is some, shall I say 
confusion or question in the minds of many people, whether or not the 
present stopgap formula realistically approaches the problem of the 
taxation of life insurance companies, when we provide for a maximum 
of 85 percent to be retained and the industry, as a whole, certifies that 
it needs less than 70 percent in 1958 and slightly more than 70 percent 
in 1957. 

I think the figures that you used for some purposes, such as you 
indicated, cause the public to believe that we are providing you with 
a degree of tax preference to which you are not entitled. 

I think you realize, yourself, that that is what has caused us some 
trouble in the past in obtaining the passage of legislation on this 
subject. 

Now, I want the record to show, because this may be the last time 
we will call you gentlemen here for a year or two, at least, I hope, and 
I want the record to show why this opinion that so much of the public 
has with respect to this situation, is not true. 

If you need more than 70 percent of your investment income to 
carry out your contracts, why does the industry file statements in- 
dustry wide to the effect that you do not need any more than that? 

Mr. Apams. There is not the slightest question of the industry’s re- 
quirement on interest. There is a big argument whether the average 
should be used, whether a median should be used, or even some people 
think that the individual expense should be used. 

Never in 35 years has a tax bill which has been rationalized on the 
free interest theory ever been actually based on a free interest theory 
because of the great inequities we run into between companies. 

But, Mr. Mills, I have the impression that one of the principal rea- 
sons that some people have in mind that life insurance is under!axed 
is that we are just taxed on part of our income. As I demonstrated, 
[ am very sure that a tax on total income will be less on big companies 
than a tax on investment income. If the profits of stock companies are 
taxed, and the rest is a low tax, but it redounds all to the benefit of 
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policyholders, what is the scandal about that? I think it is sound 
public policy. 

The Cuaimman. Mr. Adams, I do not believe we can brush this 
aside. This belief that exists among the public I do not believe can 
be brushed aside in the presentation of legislation. If the members 
of this committee go to the House and to the Senate and ask for their 
approval of an investment-income tax, how could we establish to the 
satisfaction of reasonable men that we are approaching this from the 
solution of the free investment income without convincing reason- 
able men that we are applying a 52-percent rate to what is the free 
investment income of the life insurance industry. If we are going 
to say that free investment income is 30 percent but we are going to 
apply the 52-percent rate of taxation to only 15 percent of it, we 
must have some reason other, in my opinion, then merely the desire 
to pass this reduction on to somebody, because we could do the same 
thing under the same theory in the corporate field of taxation where 
a reduction in the 52-percent rate might be passed on in dividends 
to stockholders. It would cause delirium. 

Mr. Apams. Mr. Mills, I am sure we are not going to agree about 
this but you are asking my opinion. 

The Cuarrman. I want help. If I have to take, and the members 
of this committee have to take, a proposition affecting your industry 
to Congress and sell it, we have to have something that will have to 


appeal to reasonable men because we have reasonable men in the House 


and the Senate. 

Mr. Apams. All right. Let us take the very large Mutual Life 
Insurance Co. in New York and assume that it only needed 60 per- 
cent of the interest that it earned because it had set up such high 
reserves in order to maintain its reserves. Now, if that were General 
Motors and taxing them on less resulted in something that somebody 
made an awful lot of money out of, I can see how you could defend 
that to no one. 

But, when you do not take your pound of flesh out of every bit of 
this interest income that comes from policyholders, I do not think it 
is a scandal. I do not think it would be hard to defend because this 
is not something which is a profit for the corporation. 

It is just a question of how heavy shall the tax burden be on life 
insurance policyholders for the mere privilege of saving their own 
money. There is a difference between life insurance policyholders 


and the owners of Empire State Building. You are entirely right. | 


I have never believed that. 
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The Cuarmrman. But, Mr. Adams, those people who are outside the | 


insurance industry as officials within companies are going to want 
to know, if you say that 30 percent of your investment income is free 
and we tax only 15 or 20 percent of it, what our justification is for 
the maintenance of that preference or the establishment of that 
preference in tax law. 

They are going to be particularly concerned at the time when we 
are taking more than a pound of flesh under existing rates of taxation 
from those to whom these rates of taxation apply. 

Now, in order to continue any preferential treatment, I think it is 


going to be incumbent upon all of us to justify for some public reason, | 
and I am merely hoping that somewhere along the line, since it is your | 
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osition that this needs to be continued, that this record will reflect 
justification for its continuance, so that we can have some help in the 

resentation of it to our colleagues in the House. 

Mr. Mason. Mr. Chairman. 

The Cuatrman. I will yield. 

Mr. Mason. What you mean is justification to the general public 
who do not understand all of this. 

The CuatrmMan. Exactly, those who want to criticize us every time 
we do anything about insurance. 

Mr. Mason. Yes. All that has been done so far is to justify it from 
the standpoint of the insurance company, from that one standpoint, 
and that standpoint only, as I get it. 

Now, we want and we must have justification from the standpoint 
of the general public. 

Mr. Apams. Mr. Mason, I endeavored to justify it from the stand- 
point of the life insurance saver. 

Mr. Mason. It has not gotten by with meas yet. 

The Cuatrman. Mr. Mason will not permit me to say it, but I will 
admit it myself. I am a little dense and I have not quite gotten it 
myself. 

Mr. Simpson will inquire. 

Mr. Srmpson. I was interested in your comments earlier about the 
area in which the directors of a corporation might manipulate or shift 
their policies or change things around to a tax advantage. If I under- 
stood correctly, that could be done by some of the larger companies 
and could not be done by many companies. 

Mr. Apams. It could be done more easily by them because of their 
heavy resources and their mutual plan of operation, whereas smaller 
stock companies could not do it so easily. 

Mr. Simpson. And to the extent that it could be done it could be 
perfectly legal to do it, to the extent that it would provide a competi- 
tive advantage, though, to the company that was able to do that. Did 
I understand correctly further that, while we have not seen the com- 
promise plan, we have heard something of it today, that would be 
available to any company under the compromise plan as you under- 
stand it to be? 

Mr. Apams. As I understand the compromise plan, it boils down 
to one-half and one-half: One-half on investment income and one- 
half on the other. 

Now, the details of it make a big difference. Because if one-half of 
it is on Mills law it will objectively plug up one loophole, and that 
is the loophole of reducing taxes by Son payment of dividends, by 
large distribution of dividends to mutual policyholders. However, 
the company still, by the very nature of the two operations, the large 
mutual company, can put up reserves more easily and maintain a 
smaller aan and have lower taxation and yet be just as safe. 

Mr. Srupson. To the extent that that could be done it would be 
done. It would serve-—— 

Mr. Apams. It would still be in there. 

Now, there is some consideration of trying to put some gadgets in 
the bill that would allow some concession to stock companies that 
would help to equalize that. I have not seen any yet that I thought 
were good enough figures, but that does not mean that they might not 
be able to write them. 
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Mr. Simpson. It certainly represents an area in which in your judg- 





ment there should be efforts made to correct the compromise to make “ 
that impossible or less probable # lif 
Mr. Apams. Yes; and it is an area that I believe that is a good faith : 
proposal for compromise and ought to be carefully considered. - 
Mr. Srupson. Otherwise, we would be correcting a situation in the ‘es 
tax law which would give a preference according to the manner in th: 
which a company does its business in regard to another company / 
Mr. Apas. That is right. the 
Mr. Srarpson. That is all. the 
The Cuarrman. Any questions? he 
Mr. Ikard will inquire. ghc 
Mr. Ixarp. Mr. Adams, a few minutes ago the chairman inquired Sia 
about the matter of stock splits, I believe, a series of questions dealing dic 
with that ? nan 
Mr. Apams. Yes. and 
Mr. Ixarp. How would you suggest that liquidations, mutilizations, | tne, 
and other reorganizations be handled ? eas 
Mr. Apams. That is something that does require some consideration, whe 
and I know of some people that I think know that answer better than ° 
I do. he. 
Mr. Ixarp. I would be very happy to have their comments. To’ 
Mr. Apams. I would like to present those in writing as a part of my ones 
testimony. : 
Mr. Ixarp. Thank you. oe 
Mr. Apams. I have been home writing this all week. | the 
Mr. Ixarp. I understand. | ere 
Mr. Apams. I am not quite up to date on everything. ag 
Mr. Ixarp. I believe that is all. F 
The Cuatrman. Mr. Curtis will inquire. hav 
Mr. Curtis. Mr. Adams, I am glad Mr. Ikard asked that question, mad 
because in your statement in regard to the treatment of taxing the ast 1 
earnings of a stock company you pointed out that that was a little | prot 
irregular. You pointed out that that was a little irregular, but it was | Fed 
justified because of the difficulty of figuring out what the stock com- | say 
pany ae nings might be. treat 
So, I do suggest, in my judgment, we are going to have to go into ! I; 
that and figure ¢ out, if at any time that stock were ‘split or there were a ment 
reorganization or mutualization, that at that time we would also have | M 
to determine what might be the | Tthe 
Mr. Apams. I think we will have testimony on that. If we do not, | M; 
I will write something for the record. that 
Mr. Curtis. Yes. I know you are. I just want to emphasize that publ: 
point, and its significance and the importance of that. differ 
There is one other thing I would like to suggest. I think, in regard M 
to the question Mr. Mills asked of how you can justify a lower tax M 
treatment for the life insurance industry, I think throughout your Th 
testimony you emphasized one point which I think needs to be empha- Mi 
sized, and that was equality of treatment between life insurance 39 of 
companies and other thrift institutions. comp 
Is it true that the other institutions that deal in our people's savings | of th, 
have is special tax treatment at the Federal level ? | mep 
Mr. Apams. There are some. That subject will be well covered to- | Mr 
morrow. I will refer you primarily to the fact that there was nothing | _itte 
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comparable to our premium tax against any other for savings. But 
there will be a comparison of tax on mutual savings banks and mutual 
life insurance companies in the testimony tomorrow, I am very sure. 

Mr. Curtis. That would have been a basis, would it not, for a special 
treatment, if you want to call it that, for life insurance companies, 
inasmuch as other savings institutions are treated special? I pose 
that as one basis on which this could be justified. 

The second point that you have made—and I am just referring to 
these to be sure in my own mind that these are points that call for 
these differences—there was the point that you have made in regard 
to the tax at the State level and the fact that we at the Federal level 
should weigh that when we are considering taxation. I think we do 
have to take into consideration what is done at the State level, par- 
ticularly in an industry which is affected with the public interest. I 
am quite perturbed by the Treasury not doing this. <A third point, 
and I want to review it, which might be justification for special 
treatment, and that is the fact, and you have mentioned it, that your 
customers or ultimate beneficiaries are widows, orphans, and people 
who are retired and are on fixed income. I suggest that that is the 
group that has been the hardest hit by the impact of inflation. Already 
they have been more burdened than any other group of our citizens. 
To the extent, at any rate, that Congress allowed an extra personal 
exemption in personal income taxes for people over 65, based on the 
theory of the impact of inflation on that group. 

So, [ would think that would be a further justification, if those are 
the customers or the beneficiaries of the life insurance industry and 
are the ones who would be bearing any tax. That group of citizens 
has already been taxed quite heavily through inflation. 

Finally, as I suggested in my questions to the Treasury, I think we 
have another matter to consider; that the Federal Government has 
made it a matter of policy that we want to encourage our people to 
set up methods of taking care of their own retirement and for the 
protection of dependents. So much so that we have actually had the 
Federal Government go into that particular field directly. I would 
say that that would be another reason why we might justify a special 
treatment for the life insurance industry. 

I am merely suggesting those to see whether or not you are in agree- 
ment or disagr eement on any of them. 

Mr. Apams. I cannot be in disagreement, as you well know, and 
I thank you very much. 

Mr. Curtis. I feel very strongly on this subject myself, and think 
that these matters should be brought out very thoroughly, that the 
public is entitled to know, and the public needs to be informed of the 
differentials involved. 

Mr. Apams. Thank you. 

Mr. Curtis. Thank you. 

The Cuarrman. Mr. Keogh will inquire. 

Mr. Krocu. Mr. Adams, ‘T want to refer to your reference, on page 
39 of your prepared statement, to the present market of the insurance 
company’s stocks, and I ask you whether that is any evidence of index 
of the basic value of the companies in which the stock is issued? Let 
me put it this way—— 

Mr. Apams. Mr. Keogh, the last time I appeared before this com- 
mittee I gave it as my solemn opinion that life insurance stocks were 
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too high. Representative Curtis said he looked in the Wall Street 
Journal, and said they went up the next day. I am not sure I ama 
judge. I think that some of the stocks are selling currently out of 
all proportion, but particularly I am concerned about the promotion 
of new stocks where people give the experience of old companies and 

say, “We can do the same,” just like they imply that a new 5-and-10- 
cent store can do what Woolworth had done. 

Mr. Krocu. What I am trying to draw out and have the record 
show at the moment: Are there not a number of stocks in other indus- 
tries that are overpriced in connection with their dividend payments 
and their earnings ! 

Mr. Apams. Mr. Keogh, I am not a stock-market man. I am sure 
you must be correct, since t the market is an alltime high, but I think we 
could very easily get a table for you showing how life insurance was 
on a yield basis as compared to standard stocks. Maybe Mr. Oram has 
them. 

Mr. Kroen. My attention was called recently—— 

Mr. Apams. Yes. 

Mr. Krocu. To an announced and a confirmed transaction whereby 
20 percent of the shares of Life & Casualty of Tennessee were pur- 

chased for $40 million at a price per share of $33.33 when the market 
that day was $23. I ask you how one could justify such a transaction. 

Mr. Apams, Mr. Keogh, you will have to ask someone besides me 
how to justify that transaction. 

Mr. Kroeu. Thank you very much. 

Mr. Apams. Now, the amount was paid by a very prominent man 
from Mr. Ikard’s State. All I can say is this, and maybe this is just 
a smarty-pants remark: Because one is very rich might not mean he is 
smart in everything. I do not know about that. I do not attempt to 
justify that value. I do not see that kind of value, and the average in- 
surance man thought it was fantastically high. 

Mr. Krocu. Thanks. That is all. 

The Crarrman. Are there any further questions? If not, the com- 
mittee adjourns until 10 o’clock in the morning, without objection. 

(W hereupon, at 4:32 p. m., Monday, pomenaeer 17, 1958, the sub- 
comtiaten recessed, to reconvene at 10 a. m., Tuesday November 18, 


1958.) 
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TAXATION OF THE INCOME OF LIFE INSURANCE 
COMPANIES 


TUESDAY, NOVEMBER 18, 1958 


Houss or REPRESENTATIVES, 
SUBCOMMITTEE ON INTERNAL REVENUE TaxaTION 
OF THE COMMITTEE ON WAYS AND MEANS, 
Washington, D.C. 

The subcommittee met at 10 a. m., pursuant to recess, in the hearing 
room of the Committee on Ways and Means, New House Office Build- 
ing, Hon. Wilbur D. Mills (chairman) presiding. 

The Cuarmman. The subcommittee will please come to order. 

Our first witnesses this morning represent the Temporary Commit- 
tee on the Taxation of Mutual Life Insurance Companies, Mr. Daw- 
son, Mr. Roswell Magill, Mr. Bell, Mr. Slater, and Mr. Lyons. 

Will you gentlemen please come forward ? 


STATEMENTS OF LOUIS W. DAWSON, PRESIDENT, MUTUAL OF NEW 
YORK, N. Y.; ROSWELL MAGILL, SENIOR PARTNER, CRAVATH, 
SWAINE & MOORE, NEW YORK, N. Y.; HAUGHTON BELL, VICE 
PRESIDENT AND GENERAL COUNSEL, MUTUAL OF NEW YORK, 
N. Y.; DANIEL J. LYONS, VICE PRESIDENT, GUARDIAN LIFE 
INSURANCE COMPANY OF AMERICA, NEW YORK, N. Y.; ROBERT 
E. SLATER, VICE PRESIDENT, JOHN HANCOCK MUTUAL LIFE 
INSURANCE CO., BOSTON, MASS. 


Mr. Dawson. My name is Louis W. Dawson. Iam president of the 
Mutual Life Insurance Company of New York, with offices at 1740 
Broadway, New York City. I appear before you today as chairman 
of the Temporary Committee on the Taxation of Mutual Life Insur- 
ance Companies. 

The work of that committee is supported by 24 mutual companies, 
comprising both small and large organizations in all parts of the 
country. 

These 24 companies, in turn, speak for 20 million of their policy- 
holders. They have nearly $20 billion of assets, or about 21 percent of 
the total assets of all United States life insurance companies. Obvi- 
ously, they are a very substantial segment of the entire life insurance 
business. 

Without taking time to read all their names, I would like permis- 
sion to file for the record a list of the companies that are supporting 
the work of the committee. 

The Cuamman. Without objection that may be done. 
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(The information referred to follows :) 


PARTICIPANTS IN THE STUDIES OF THE TEMPORARY COMMITTEE ON THE TAXATION 
or MutTuaL Lire INSURANCE COMPANIES 


Bankers Life Insurance Company of Minnesota Mutual Life Insurance Co, 


Nebraska. The Mutual Benefit Life Insurance Co. 
Berkshire Life Insurance Co. Mutual of New York. 
Boston Mutual Life Insurance Co. Mutual Trust Life Insurance Co. 
Connecticut Mutual Life Insurance Co. New England Mutual Life Insurance 
The Fidelity Mutual Life Insurance Co. Co. 
The Guardian Life Insurance Company Pacific Mutual Life Insurance Co. 

of America. Penn Mutual Life Insurance Co. 
Home Life Insurance Co. Provident Mutual Life Insurance Com- 
John Hancock Mutual Life Insurance pany of Philadelphia. 

Co. Security Mutual Life Insurance Co: 
Manhattan Life Insurance Co. Standard Insurance Co. 
Lutheran Mutual Life Insurance Co. State Mutual Life Assurance Co. 
Massachusetts Mutual Life Insurance Golden State Mutual Life Insurance Co. 

Co. Presbyterian Ministers’ Fund. 


Mr. Dawson. I would also like to state to the committee that a num- 
ber of other mutual companies have cooperated in our studies and are 
in general accord with the committee’s views and recommendations. 

Our group was organized informally in the spring of 1956, and has 
been continuously studying the problem of Federal taxation of life 
insurance for the past 244 years. The matter has been intensively 
studied by as many as 50 life insurance actuaries, lawyers, and others, 
and we have had the advice and counsel of nationally recognized tax 
counsel. 

In July 1958, after all our preliminary studies were completed, the 
Temporary Committee on the Taxation of Mutual Life Insurance 
Companies was formally organized, and registered in Washington 
under the Federal Lobbying Act. 

Our purpose has been to aid in the development of an equitable and 
permanent formula for Federal taxation of mutual life insurance 
companies. We particularly feel that this is a problem that requires 
present and permanent solution. Under the present system of year- 
to-year emergency legislation, a company cannot tell what its tax 
liabilities are going to be. That would be an intolerable situation in 
any business, but particularly so in the life insurance business, where 
the very soundness of the operation depends upon the accuracy of 
long-term estimates as to expenses, reserves, dividend scales, and other 
factors that can be affected by tax liabilities. For this reason, our com- 
mittee feels it is vital to arrive at some permanent formula for taxa- 
tion this year. We appreciate this opportunity to present our find- 
ings to your committee. 

Our testimony will be presented to you through a panel of four wit- 
nesses. Each of them will cover different subjects, to avoid repetition, 
and to achieve a coordinated presentation. During our testimony, all 
witnesses will be continuously available to answer any questions you 
may have as the presentation proceeds, or after the prepared testimony 
is finished. 

In my own testimony, I will endeavor to explain the reasons why 
our group came into being and what our studies have embraced. 

Life insurance is held today by more than 110 million Americans. 
It is not only the greatest bulwark of protection against public indi- 
gence, but is also the most widely practiced form of thrift in the United 
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States. It is one of the major means of funneling the small savings 
of millions of our citizens into the capital formation so essential to 
our private enterprise system. An excessive tax burden can stifle this 
form of thrift and this function of the economy. 

The average individual policyholder has insurance in the face 
amount of about $4,000, and this is backed up by a cash reserve of 
approximately $1,000. We are dealing in this business with the protec- 
tion and savings of many millions of average American families. 

Of the 110 million life insurance policyholde rs, 70 million, or about 
two-thirds of the total number, hold policies in mutual companies. 
Since such mutual companies have most of the policyholders and most 
of the insurance in force, and pay about three-quarters of the total 
Federal taxes paid, the basic approach to the problem of taxation must 
take into account the mutual viewpoint. In mutual companies, the full 
weight of taxation falls solely on policyholders and adversely affects 
the cost of their insurance protection. 

When Federal income taxes paid by our industry were relatively 
light, in deference to the heavy load of State taxes this business car- 
ries, the form of Federal taxation applied did not seem to be of major 
importance to most companies. However, as taxes rose out of all 
proportion to the growth of our business, many mutual companies felt 
their policyholders were then being taxed on an arbitrary basis that 
was subject, by its very nature, to constant upward revision. Many 
companies felt that adequate consideration was not being given in the 
tax formula to the true nature of mutual companies. Our studies 
have reinforced this view. 

Certain conclusions may briefly be stated : 

In a mutual company, premium payments are capital deposits. 
They should not be considered as income to a company for tax pur- 
poses, and any more than deposits should be considered taxable in- 
come to a mutual savings bank. The imposition of an income tax on 
such capital deposits would raise a serious constitutional question. 
The policyholders who deposit their savings with a mutual life in- 
surance company do not do so as investors seeking profits. Their 
purpose is merely to obtain insurance protection at ‘cost. That cost, 
when determined, is adjusted by returning to policyholders the unused 
part of their premium deposits, in the form of a so-called dividend. 
Such a dividend is essentially a refund of the policyholder’s own 
money. 

A mutual company has no underwriting profits. There is a delib- 
erate overestimate of mortality losses in the premium structure and 
any unneeded portion of premium deposits is returned to the policy- 
holders themselves, who thus receive their insurance protection at 
cost, depending on the company’s actual experience. 

The only income properly subject to an income tax is investment 
income, after proper allowance for all expenses of the operation and 
for payment of State taxes ceded to the States by Congress. The 
general principles involved are recognized in the taxation of other 
savings institutions, such as regulated i investment companies, mutual 
savings banks and mutual savings and loan associations. 

Our studies led us to the further conclusion that mutual companies 
are legally obligated to accrue, or to pay over all their income to meet 
their obligations to their policyholders; and that any tax levied should 
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really be collected individually from policyholders, at their individual 
personal tax rates, based on any true income they may receive on 
maturity of their policies or as part of their dividend refunds or 
otherwise. Such true income arises only from investment income 
after proper deduction of all expenses properly associated with the 
enterprise. 

However, we recognized the impracticality of this from an admin- 
istrative viewpoint, and therefore confined ourselves to the solution 
of measuring the amount of tax that the policyholders as a group 
would pay individually as a basis of measurement of the tax the 
Government should reasonably expect from such policyholders as their 
fair share of taxation. On such basis, as we shall show, the conclu- 
sion is inescapable that our policyholders are now paying more than 
their fair share of taxes, and that the taxload on them should not be 
increased. This is made more manifest when proper recognition is 
given to the heavy load of State premium taxes. 

Historically, life insurance has been primarily a source of tax reve- 
nues for-the States; and Congress reaffirmed that principle as recently 
as 1945, in effect ceding to the States the right to levy taves on what 
was recently declared to be interstate commerce. Consequently, life 
insurance companies pay a heavy load of State taxes to which other 
thrift and savings institutions are not subjected. 

As a result of these State taxes, plus steadily increasing Federal 
taxes, the total taxes paid by the life-insurance business have risen 
since 1945 from $2 per $100 of premiums paid, to $3.98 per $100— 
an increase of 99 percent in the rate of tax. In the same period, the 
total amount of Federal taxes paid has increased 1,000 percent—which 
is 5 times as fast as the business has grown. 

Yet in spite of this tremendous increase in taxes there has been 
criticism in Washington that all life insurance companies are still not 
paying sufficient tax. 

We feel that, so far as mutual companies are concerned, this con- 
fusion as to the adequacy of taxes arises because of a failure to 
recognize the true nature of mutual operations. Policyholders of 
mutual companies should not be subjected to a tax as if they were in- 
vestors seeking profits, rather than mere buyers of insurance seeking 
protection at cost. A policyholder and a stockholder are two entirely 
different things, with entirely different purposes in mind when they 
put their money in a life insurance company. And they should not be 
taxed as if this distinction did not exist. Weshall attempt in our state- 
ments to explain the basic tax principles we feel should apply to 
prevent tax discrimination against life-insurance policyholders, par- 
ticularly as bearing upon the amount of tax. 

The Secretary of the Treasury in his letter of April 10, 1958, to 
Senator Byrd and Congressman Mills advocated a tax formula based 
upon the so-called total-receipts basis. This letter indicated that the 
tax base should include underwriting profits in addition to invest- 
ment income. Underwriting profits, of course, are not a factor in 
the taxation of a mutual company, because unneeded premium deposits 
are returned to policyholders as an adjustment of the cost of their 
insurance. This appeared to be recognized by the Secretary in his 
letter by provision for deduction of policyholders’ dividends in the 
case of mutual companies. 
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Accordingly, our committee instructed its technicians to endeavor 
to comply with the suggestions embodied in the Treasury proposal, 
with the result that in August 1958, H. R. 13707, which was prepared 
by our technicians, and was introduced by Representative John W. 
McCormack, of Massachusetts, at our request. That bill is based 
upon the total-receipts approach suggested or recommended by the 
Treasury, with provision for the protection of policyholders through 
an adequate safety fund—technically a part of so-called surplus. 
Mr. Slater will examine this bill in more detail later. We think that, 
in its general form, it is a workable solution under which the whole 
life-insurance industry—stock as well as mutual companies—could 
live. Although it follows the regular corporate income-tax pattern, 
in the end it gives consideration to the fact that, in mutual companies, 
the tax burden must be borne solely by the individual policyholders. 

The bill contains one provision that we believe should and will be 
common to any bill that is drawn. This is the deduction of interest 
on reserves for pension funds, to eliminate discrimination, and on 
reserves for individual annuities, supplementary contracts and moneys 
left on deposit on which the policyholder pays the tax directly—a clear 
matter of double taxation. This of course results in some decrease in 
the minimum tax, which we suggest. 

Since many mutual companies are of substantial size, it may be 
asked whether our proposals would favor big mutual companies as 
opposed to small stock companies. It seems to me that size has noth- 
ing to do with the principles involved. 

In the first place, there are many small, as well as large, mutuals 
that are supporting our tax committee. The policyholders of a mutual 
company—whether large or small—has only a modest financial interest 
through his holding of a life insurance policy, and no policyholder 
can make any large profit on such a policy. Very extensive actuarial 
studies underlie the allocation or return to each policyholder of his 
gains from whatever source. There is no other place for such gains 
to go. Size does not enter into it. Large mutuals are large only be- 
cause they hold the deposits of millians of small policyholders. 

It has been asserted that in the general proposals our group has en- 
dorsed, and specifically in the McCormack bill, mutual companies are 
seeking a competitive advantage over stock companies in the sale of 
insurance. Such is not the case. We want the policyholders of both 
types of companies treated the same from a tax standpoint. We are 
unable to see, however, how a bill in any form which reasonably seeks 
to reach the true income of life insurance companies can be said to ac- 
count for any competitive advantage. 

The succeeding witnesses, still speaking for the temporary tax com- 
mittee, will present the general tax principles we feel should be ap- 
plied. They will develop the principles applicable to mutual life in- 
surance companies; will develop the inadequacy and inequities of a 
tax law based upon the so-called excess interest approach; and will ex- 
plain more fully the provisions of the McCormack bill and our rea- 
sons for believing it can be developed into a workable permanent solu- 
tion to the problem of life insurance taxation. 

The Cuarrman. Thank you, Mr. Dawson. 

Mr. Magill. 

Mr. Macttx. Mr. Chairman, my name is Roswell Magill. I appear 
today as counsel of the Temporary Committee on the Taxation of 
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Mutual Life Insurance Companies to discuss the determination in tax- 
ation of net investment income. 

Following the passage by the House last March of H. R. 10021, a bill 
for the taxation of the income of life insurance companies (which 
ultimately became their tax law for 1957), Congress and the publie 
were startled by a series of newspaper articles asserting that such com- 
panies were seeking tax relief to the tune of $124 million by means of 
the bill; that Senators must block the proposed tax loophole; and that 
the tax favoritism thus shown life insurance companies contrasted 
unhappily with the rigorous enforcement of the tax laws against an in- 
dividual watch repairman in Washington and against schoolteachers 
generally. I am sure you are familiar with that series of articles. 

Congress was apparently unconvinced of the truth of the charges 
and adopted the tax bill in question. Nevertheless, many statements 
were made at the time that new permanent taxing legislation should 
be formulated in 1958 and adopted early in 1959 so that H. R. 10021 
would remain in effect only for 1957. These hearings are one result. 

Congress has determined, therefore, to explore the fundamentals 
of the subject of the taxation of the income of life insurance com- 
panies. Just what is the income of life insurance companies‘ Who 
receives it and when? How and at what rates should it be taxed ? 

The details, and particularly the actuarial computations, of the life 
insurance business are complicated and not easy for ; layman or even 
a lawyer to understand. Congress has worked for 45 years to devise 
a fair and equitable method of taxing life insurance companies. 
Various methods have been tried, only to be abandoned either as un- 
fair to the companies or unproductive of revenue. Thus the $124 
million referred to above is apparently the difference between the 
revenue estimated to be produced by the actual tax law originally 
adopted in 1955 as applied to 1957 life insurance company incomes and 
the revenue which might be produced by a law adopted in 1942, but not 
in effect since 1948; whose equity no one seems to defend. 

The basis for this hearing is that no completely iatintactell 
method of taxing life insurance company earnings has yet been de- 
vised. Consequently, any of us must approach the problem with hu- 
mility, for who are we to think that we can help to solve in a few 
hours or weeks what better minds than ours have struggled with for 
45 years without success. The very difficulty and complexity of the 
problem is the more reason for searching out and analyzing the fun- 
damentals. If we can isolate them, we can hope to suggest to this 
committee a design for a tax system that may work. A tax system 
not based on sound fundamentals certainly will not work very long. 

I shall limit myself to a mutual life insurance company and its 
policyholders, as distinguished from a stock company and its policy- 
holders, for it is the mutual companies with which I am familiar, and 
which I represent on this occasion. 

Tet us consider first what gross receipts such a company has. 
They fall into two major categories, the gross assets of a life insur: 
ance company—(1) premium payments from policyholders, and (2) 
returns on investments—usually interest earnings. Capital gains 
and losses form a much smaller source of revenue or losses, for mu- 
tual life insurance companies can own relatively small amounts of 
stock. By far the major part of the assets is invested in bonds and 
mortgages, not often sold at a profit. 
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Are premium payments income? The policyholder pays them in 
under a contract whereby he or his beneficiaries are to be paid back 
by the company a stated capital sum upon the policyholder’s death, 
or at some stated time in the future. That sum (and the aggregate 
of all such sums due to all the policyholders) will be produced by the 
premium payments pius such earnings as the company can accumulate 
by the investment of such payments. 

In other words, the mutual life insurance company is a mutual 
savings institution, with some of the characteristics of a mutual sav- 
ings bank. Like the savings oank, the mutual life insurance com- 
pany invests the premium deposits that it receives. Being a mutual 
institution with no stockholders, it must pay out to its policyholders 
every cent that it takes in, less its operating expenses, and less the 
reserves State law requires it to set up to insure that it wil be able to 
pay all of its policy liabilities. No stockholder can profit by the 
operation of a mutual life insurance company, for there are no stock- 
holders. All the company’s funds, whether they have their origin as 
premiun: payments or as interest, can only be used to satisfy liabilities 
to policyholders and their beneficiaries, present and future: and to 
pay expenses. 

The savings bank depositor’s contract with his bank is much simpler 
and easier to understand than the life insurance contract. The savings 
bank agrees to pay back to the depositor the total amount of his de- 
posits plus the interest earned and declared thereon. The life insur- 
ance contract is more complicated. ‘The policyholder pays in a fixed 
amount of premium year after year; an amount fixed in advance that 
may be reduced by dividend payme nts (partial returns of premiums) ; 
but that cannot be inc reased. T ‘he company makes its premium calcula- 
tions in advance on the basis that the total of such premiums, plus the 
interest earned thereon, less expenses, will produce the amounts which 
it has agreed to pay the policyholders. 

Most of these sums the company has agreed to pay to the policy- 
holder’s beneficiaries upon the death of the policyholder. Hence, if 
the company has agreed to pay $3,000 to the beneficiary upon the 
policyholder’s death (the average amount of the insurance policy), 
the company must have calcul: ated in advance the probable life ex- 
pectancy of the policyholder; its probable interest earnings and its 
probable expenses during his life. 

In this fashion the company has calculated the amount of annual 
premium deposits which will be required plus interest earnings thereon, 
and minus estimated expenses over the expected lifetime of the policy- 
holder, to produce the $3,000. 

Of course, the company cannot calculate its future mortality, in- 
vestment and expense experience w ith complete certainty. No polic: y- 
holder will live out his exact expectancy. Hence, the particular 
policvholder will not receive exactly the same total amount as he has 
mented, plus interest. 

n general, the beneficiaries of policyholders who die short of their 
life expectancies shown in the mortality tables will receive much more 
money than the decedent has deposited. The beneficiaries of policy- 
holders who die later will more nearly get back what the policyholder 
paid in, plus a moderate interest. 
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But the policyholders, as a group, will receive back what they have 
paid in as premium, plus the interest earned on such deposits, and 
minus the expenses of operation. 

It is clear, therefore, that premium deposits are capital, and not 
income to the company. ‘The policyholder pays in the premiums as 
the price of a contract whereby at death or some other stated time the 
company will pay him or his beneficiary a large, stated amount, to 
be composed of such payments and of interest earned thereon. The 
company, being a mutual, has calculated that the total of such pre- 
mium payments, plus interest and minus expenses, will enable it to 
pay the amounts agreed upon to its policyholders. 

‘he premium payments are a major constituent of the amounts 
which the company has agreed to pay back to the policyholders and 
their beneficiaries. They are capital payments, like any other sav- 
ings deposit or investment, and not income. 

In this discussion, I have frequently referred to the interest 
ae by the companies on premiums deposited with them. These 
interest earnings are clearly someone’s income. ‘To whom do they 
belong? Who should pay an income tax on them ? 

Since the life insurance company receives in the first instance the 
interest earnings on premiums deposited with the company, should 
the company report such interest as its income and pay the tax there- 
on? To my mind, interest earnings are gross income to the company, 
and can and should be taxed to the company, but, of course, they 
should be taxed in the same way that other income is taxed to ordi- 
nary commercial comp: anies. 

That is, the mutual life-insurance company should be ts axed on its 
net, not on its gross, income. Granted that the company’s interest 
earnings are gross income, it has a number of offsetting deductions— 
business expenses, interest payments, taxes, and so on—which must 
be allowed in arriving at the net income subject to tax. 

(a) Noone would doubt that the c ompany’s ordinary and necessary 
expenses of doing business must be allowed as a deduction ; not merely 
its investment expenses, but all the other necessary expenses, salaries, 
commissions, office rentals, and so on. They are allowed to other 
corporations; they must be allowed to insurance companies. The fact 
that expenses may be related to the premiums being deposited is no 
reason for disallowing them as the current expenses of the business. 
The current expenses incurred in selling automobiles, or shirts, or 
houses are allowable deductions from gross income, even though they 
result in the sale of capital goods and the collection of the sales prices, 

(6) The company has sundry interest payments to make. It has 
contracts with its many policyholders requiring such payments either 
to be made to them directly and immediately or to be set aside in a 
reserve fund for their ultimate benefit. I have already called attention 
to the fact that the payments the company has agr eed to make to its 
policyholders are mi ade up in large part of interest earnings. The 
company’s obligation to pay them or to set them aside is no less s binding 
than the obligation of a commercial company to pay interest on its 
debentures. It is enforced by State law and regulations actively super- 
—_ by State insurance commissioners. The commercial corporation 


‘an deduct such interest paid or accrued, and the life insurance com- 


venir is equally entitled to do so. 
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(c) The life insurance business long antedated the adoption of the 
Federal income tax in 1894 and the current series of acts beginning in 
1913. Historically, the life insurance business has been regulated and 
taxed by the States ever since the United States Supreme Court held 
in 1869 that issuing a policy of insurance is not a transaction of com- 
merce and, hence, is subject to State regulation. 

Hence, the life insurance business became a substantial source of 
State revenue, the usual form of State tax being a tax on life insur- 
ance premiums. In 1956, State taxes on life insurance premiums 
yielded a total of $206 million, and, in 1957, the caliunatok yield of 
such taxes was $240 million. 

Taxes are a normal deduction from business income, and these in- 
surance-premium taxes are no exception. Indeed, a strong case can 
be made for their allowance as a credit against any Federal tax that 
may be imposed on the income of life insurance companies. Life insur- 
ance companies are very carefully regulated today be the States. The 
State taxes on such companies long antedate the Federal. The general 
situation in these respects is somewhat similar to the situation as to 
decedents’ estates, the devolution of which is also regulated and taxed 
by the States. 

Moreover, in 1944, following a reveral by the Supreme Court of its 
historical position that the business of insurance was not interstate 
commerce, Congress promptly passed a statute in 1945, Public Law 15, 
authorizing the States to continue to supervise and to tax life insur- 
ance companies. Hence, by congressional act, the life insurance field 
has been ceded to the States. It follows that State taxes on life insur- 
ance premiums have been given by Congress a particular validity and, 
toa degree, a priority. Such taxes are certainly deductible from gross 
income, and they have a good claim to be credited against any Federal 
taxes on life insurance company income. 

After these deductions are allowed to mutual life insurance com- 
panies, as they must be in order to arrive at the net income which is 
subjected to the corporation income tax, there will be very little, if 
any, taxable income left. Indeed, that result is assured by the very 
concept and definition of a mutual life insurance company as one 
which furnishes life-insurance protection to its policyholders at cost. 
The only income received by the company, its investment income, has 
been paid to its policyholders, or is being accumulated for them or 
their beneficiaries, pursuant to their insurance contracts, after the 
deduction of taxes and necessary expenses. What I have stated is 
one main reason why Federal taxes on the net investment income of 
mutual life insurance companies are bound to be unproductive. 
There is little or no net income left to tax if the ordinary basic cor- 
porate deductions are allowed, as they must be. 

We come, then, to the final inquiry; is there any legitimate way to 
tax investment of mutual life insurance companies ? 

3. In the usual case, the case of an insurance policy payable at 
death, neither the policyholder nor his beneficiary receives any appre- 
ciable amount of investment-income earnings so long as he lives. In- 
terest is being accumulated in a reserve to pay to his chosen bene- 
ficiary upon his death the face of his insurance policy, but the policy- 
holder does not receive these interest earnings currently, nor can he 
obtain them without surrendering the policy. He cannot be regarded, 
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therefore, as receiving these interest earnings, actually or even con- 
structively, under the normally applied prince ciples of income taxation, 

Now, the beneficiaries do receive these accumulated interest earn- 
ings upon the policyholder’s death. Such interest earnings could 
then be taxed to the recipients, just as other earnings of the decedent 
paid to his beneficiaries after his death are now t: ixed to the rec ipi- 
ents. (See the Internal Revenue Code, sec. 169.) 

From the beginning of the income tax, however, Congress has 
firmly held to the opposite policy, and has granted a spee ific exemp- 
tion to the entire proceeds of life insurance polici ies received upon the 
death of the insured, the present provision being code section 101. 

The interest earnings forming a part of annuity payments are 

taxed, as well as interest payments received by the police; yholder under 

settlement options or endowment contracts. But Congress has drawn 
a firm line between the dead and the living: Insurance proceeds paid 
upon death shall be included in the decedent’s taxable estate, but shall 
not be treated in any respect as income. 

Is there any way, then, whereby such investment earnings not al- 
ready taxed can be taxed as they accrue, without repudiating settled 
principles? The one possibility seems to be to assess and collect from 
the company a tax at source upon such interest earnings as they are 
collected, accumulated, and held for policyholders. They are the in- 
terest earnings on the policyholders’ capital deposits, which at the 
police -yholders’ direction are being accumulated for their benefit. The 
policyholders could have obt: ained current income by making invest- 
ments in other forms. They chose instead to invest in insurance, 
and therefore to have the interest earnings accumulated for their 
benefit, rather than paid currently to them. The Government can 
exact an income tax on such interest earnings but it will be a tax col- 
lected from the companies at the source on earnings accumulated for 
individuals. The tax must therefore be levied at the rates applicable 
to individuals, not the rates applicable to corporations. 

Since policyholders are generally persons of modest means, the 
average rate of income tax ‘that they pay on their net incomes after 
deductions and exemptions is less than 15 percent. That average rate 
of tax may fairly be collected at the source from mutual life insurance 
companies upon the net investment income which they are collecting 
and accumulating for policyholders. There is no justification for col- 
lecting a tax at the corporate rate on any part of the policyholders’ 
investment income. 

In this presentation, I have tried to reduce the very complicated 
subject to its fundamentals; to show what the net income of mutual 
life insurance companies and their policyholders actually is; who 
receives it and when; and how and at what rates it should be taxed. 
The principles are clear, but the solution in the form of a tax bill 
not easy. 

If, as the Secretary of the Treasury has suggested, account is to be 
taken of the total receipts of the insurance company, then the bill must 
provide, as the Secretary stated, for the deductions allowed to every 
other corporation: business expenses, taxes, and interest paid or ac- 
erued: as well as for the deduction of the receipts of capital, the 
premium payments, set aside and invested for policyholders. 

The income tax payable by the mutual life insurance company at the 
source on net investment income after deductions must not exceed the 
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average rate of tax payable by the millions of policyholders upon their 
income. ‘The tax which can fairly be levied is a tax at the source upon 
income being held and accumulated for individual policyholders and 
their individual beneficiaries. 

I should like to introduce as the next witness, Mr. Haughton Bell, 
who is vice president and general counsel of the Mutual Life Insurance 
Company of New York. He will present our work prior to the actual 
drafting of H. R. 13707, in particular a comparison of the rates of tax 
currently imposed on various types of investment. 

Mr. Bell. 

The CHarrman. You are recognized, Mr. Bell. 

Mr. Beii. For 2 years after its informal organization in April 
1956, our mutual group conducted studies of the tax problem and dur- 
ing this time developed the principles which Mr. Magill has outlined. 
We had heard a great deal of talk about the favorable tax treatment 
life insurance companies enjoyed—talk of tax loopholes for life insur- 
ance companies and of life insurance companies getting away with 
murder on taxes. 

Our studies during this period convinced us that this was certainly 
not the case so far as mutual companies were concerned. We believed 
that exactly the reverse was true; that the Federal taxes being col- 
lected from the companies since 1950 on top of the State premium 
taxes on savings placed with life insurance companies made life insur- 
ance the most heavily taxed form of thrift. We were convinced of 
this ourselves, and we prepared and filed with the Treasury Depart- 
ment, in November 1956, a statement setting forth the tax principles 
which we believed were properly applicable to the taxation of mutual 
life insurance companies. That is the statement here, sir. 

A copy was also filed with the staff of your committee about the 
same time. Another, rather informal statement giving the specific 
steps by which these principles could be carried out, illustrated by 
figures, was filed with the Treasury and the staff of your committee a 
month later, in December 1956. That is this document. 

It was then decided by our group that the conclusions we had 
reached would be likely to carry more conviction if a comparative 
study were made of the burden of taxes on savings placed with life 
insurance companies and individual savings otherwise invested or 
placed with other institutions and investing agents. This had not 
previously been done. This decision was reached in December 1956 
and the studies were immediately undertaken. 

After considerable work by a number of companies over a period of 
several months, three types of comparisons, involving three com- 
pletely different approaches, were completed in the spring of 1957. 
The purpose of all three was to compare the impact of Federal and 
State taxes on income earned when savings of individlals are in- 
vested. In all of the studies, the Federal income tax on life insurance 


companies was measured by applying the tax formula in the then 


current stopgaps, that is, the formula used actually in the last three 
stopgaps. The original studies were based on 1955 figures, the latest 
then available. Copies were submitted to the Treasury in the late 
summer of 1957 and a copy was filed with staff of your committee in 
the fall. Two of the comparisons were described in a statement 
which we submitted to the Ways and Means Committee, that is this 
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statement here, on January 7, 1958, before it had been decided that 
the hearings on unintended benefits and hardships in the Internal 
Revenue Code which were then opening would not embrace, as origi- 
nally planned, the life insurance tax problem. The comparisons were 
also filed in full with the Senate Finance Committee at its hearings 
on the last stopgap law in March. 

Since then, we have brought the comparisons up to date by the 
use of figures for 1956, the ‘latest figures now available. Actually, 
although | the amounts of course necessarily rary somewhat from 
those applicable i in 1955, the relationships shown by the comparisons 
are virtually the same. 

The studies, of course, involve a great amount of detail. This is 
set forth in full in the appendix of this green book which I think 
you have before you, entitled “Comparison of Tax Impact on Income 
Earned on Invested Savings of Individuals.” 

In the charts which are before you, I think they are over here on 
the left, the final results have been reduced to graphic form. All 
of the charts relate to the situations with respect to mutual companies 
and their policyholders although in all industry figures were used. 

The first chart that I shall show you, which is chart 2 in the green 
book, is the simplest. Mr. Magill has alre: idy pointed out the sim- 
ilarity between mutual savings “banks and savings and loan associa- 
tions, on the one hand, and mutual life insurance companies, on the 
other. 

This comparison of these institutions contains three bars. It shows 
that the Federal and State taxes on the companies, shown in red 
on the green book and also on the chart over there, were just short 
of $500 million. The Federal taxes somewhat exceeded the State 
taxes, the tax on the individual policyholders shown in blue in your 
green book and on gray on the chart over there, were approximately 
$79 million, mostly “Federal income taxes on income from pensions, 
annuities, supplementary contracts and various deposit items, or a 
total Federal tax of $571 million. 

The second bar shows what the tax would have been on two 
assumptions: (1) If life insurance companies had no greater ex- 
penses than those of savings banks and savings and loan associations; 
and (2) if they were taxed on the same basis as mutual savings banks 
and mutual savings and loan associations. 

The chart shows that on this basis, which, of course, understates 
the actual expenses of their more complex business, life insurance 
taxes would have been little more than half of the actual 1956 amount. 
The tax on the companies, again in red, would have been only about 
$36 million—mostly State taxes—whereas the tax on the policy- 
holders, in blue in your book and gray on the chart, would have been 
about $266 million—mostly F ederal income taxes. In this chart and 
in all the others, the average Federal income tax rate of all policy- 
holders is assumed to be 12° percent, the average Federal income tax 
on all individual income, which our studies indicated approximated 
the Federal income tax on all individual income, which our studies 
indicated approximated the Federal income tax on the income of all 
policyholders; and individual State income tax for policyholders is 
assumed to be 1.2 percent, which is a liberal estimate—or a total tax 
rate of 13.2 percent. 
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Although we believe these rates to be the proper ones to use, any 
change in them, within limits which appear reasonable, would not 
basic: “ally affect any of the comparisons. 

This first comparison also assumes that all of the income credited 
or pé aid by these other institutions, that is, mutual savings banks and 
savings and loan associations, to their depositors, is fully reported in 
indiv idu: il tax returns, although, as indicated in the Tax Foundation 
Facts and Figures, ninth edition, 1956-57, tables 11 and 92, a fairly 
high proportion of such income apparently does not show up in 
individual returns. 

The last bar shows how the tax would be still further reduced if the 
expenses of the life insurance companies themselves were deducted 
from their gross income. Even here adjustments in actual expenses 
were made to spread them over the lives of the policies—in the manner 
in which life insurance companies spread them for purposes such as 
distributing dividends, fixing surrender values and similar instances 
where the equities between different policyholders and groups of 
policyholders are involved—and also to eliminate certain expenses 
not related to the policyholders for whom the income is accrued. The 
effect of these adjustments is to eliminate about one-third of the total 
actual expenses. The reasons for this are set out in detail in the 
supporting material filed. 

The third bar, with these adjustments, is slightly less than one-third 
of the first bar. This shows that mutual life insurance companies 
were taxed under the 1956 tax laws about three times as heavily as 
other similar thrift institutions. 

‘The next comparison, which is shown on the second chart, is based 
on a comprehensive study covering more than 20 different ways of 
investing savings which are commonly open to individuals. That is 
chart 1 in the green book before you. 

The comparison was made by setting down the ways in which 
people commonly invest their savings and listing the various Federal 
and State taxes imposed on the income which these investments earn 
or on the steps taken in producing it. 

The study compares the total Federal and State taxes collected, in 
each of these cases, from the time the individual parts with his savings 
until he receives the income his investment earns and pays any taxes 
due on it. 

All of these taxes, whatever their form, are measured in terms of 
income. The number of cents collected in taxes per $1 of income 
earned net after all expenses other than taxes, can then be totaled. 
The totals thus give a clear-cut comparison of the tax impacts in the 
cases studied. In order to provide a common basis for comparison, 
income taxes on the individual saver who received the income are 
taken at the estimated rates applic: able to the gross income of all life 
insurance policyholders, the same 13.2 percent used in the first com- 
par ison. 

No investments, direct or indirect, in corporate stocks are included 
in this chart, because, irrespective of the way in which the investment 
is made, corporate stock investments involve tax features—namely, the 
corporate tax at the source of the income—different from those appear- 
ing in nonstock investments. Stock investments constitute less than 
4 percent of life insurance assets and, therefore, they are relatively 














108 TAXATION OF THE INCOME OF LIFE INSURANCE COMPANIES 


unimportant in relation to comparing life insurance taxation with 
the taxation on other forms of savings. 

Now, on the fourth chart in the green book we have set out the 
comparison for stock investments, which, at the end of 1957, were 3.3 
percent of the assets of life insurance companies. 

The present chart shows the results of the study in seven bars: They 
are arranged in a generally ascending scale of tax totals and each bar 
groups the various ways for which the tax totals in cents per $1 of 
income, before taxes, are the same, or virtually the same. 

The first bar on the left shows, as would be expected, that no taxes 
are collected on income received from direct investments in tax- 
exempt State and municipal bonds. 

The second, third, and fourth bars include all of the ways in which 
savings of individuals are commonly invested other than through 
life insurance companies or through tax-exempt securities. These 
three bars show that the only important taxes on the income earned 
are individual Federal and State income taxes. This is, of course, 
true where the investment is made directly by the saver, as shown 
in the second bar. Even in the third and fourth bars, which include 
the ways of investing savings through an institution, other than a life 
insurance company or the Postal Sav ings System, there are no signifi- 
cant Federal or State taxes levied on the institutions in relation to 
the income from the savings it invests. 

The fourth bar shows the taxes on investments designed to produce 
an income at retirement, including uninsured qualified pension plans, 
whether self-administered or trusteed, as well as annuities in fraternal 
benefit societies and in union welfare funds. The taxes here are even 
lower than the taxes on the types of investment. and savings institu- 
tions shown in the immediately preceding bar, slightly lower. 

The fifth bar shows how much greater “the taxes on annuity income 
are when a life insurance company js used, than when other institu- 
tions are used as shown in the fourth bar. This disparity is caused 
principally by the double tax collected, first from the life insurance 
companies, representing, for Federal taxes alone, almost 9 cents of 
each $1 of their net investment income applicable to annuities, and 
second, from the individual annuitant when the income is paid to him. 
State premium taxes equal another 3 cents of each $1 of net income. 

The sixth bar shows the taxes on income in life insurance proceeds, 
where all the taxes are levied on the companies since death proceeds 
are exempt from individual income taxes. The Federal income 
tax amounts to over 201% cents per dollar of income and State taxes 
to over 19 cents. 

That is shown, incidentally, in one of the tables. It is in the sup- 
porting material at the back of the book. 

The seventh bar shows taxes on other payments on life insurance; 
e. g., taxes on interest paid on proceeds left with the companies, on 
dividend deposits and as part of various forms of installment pay- 
ments of policy proceeds. In all of these cases, there is double taxa- 
tion—in addition to the tax on the companies, there is a tax collected 
from the saver or his beneficiary, when periodic payments of proceeds 
are received. Federal taxes total about 25 cents per $1 of income and 
State taxes over 191, cents. 

There are two comments to be made on this chart: 
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(1) In no case except life insurance and annuities is any tax placed 
on investment income which any investing agent receives for those 
who have placed their savings with it, unless it has withheld that 
income unnecessarily. This is true even of commercial banks insofar 
as the income they receive is distributed to those who deposit in 
savings accounts. 

(2) The very high taxes on income from life insurance savings 
is due to two factors: 

(a) The collection of Federal income taxes from the companies 
themselves under a tax formula which does not give the companies 
a deduction for most of their expenses, and which takes no account 
whatever of the tax rates applicable to the individual for whose 
account the income is earned and is applied. 

(6) The second factor is the State premium taxes, which are un- 
paralleled in relation to any other form of thrift. 

The third chart over here, which is the very back of your books, 
almost the third page from the end of your green books, is a composite 
from the one you have just seen. It shows that the taxes on the income 
from life insurance are about 3 times as heavy as the average taxes on 
the income from 19 other forms of invested savings. 

The third type of comparison which we worked out has so many 
complexities that I shall not attempt to describe it here. The results 
are shown on chart 3 in the green book, on page 17, the discussion fol- 
lowing it and supporting material in the appendix. 

The last chart in the green book, page 22, is like the 7-bar com- 
parison, except that it relates to stock investments, which constituted 
only 3.3 percent of life insurance assets at the end of last year. 

Thank you very much. 

The CuatrmMan. Thank you, Mr. Bell. 

Mr. Mac. Mr. Chairman, in the Secretary’s letter of April 10, 
1958, he outlined two possible solutions to the problem of taxing life 
insurance companies. He suggested that : 

The starting point for measuring the [company’s] net earnings should be the 
figure for “Net gain from operations after dividends to policyholders” which 
appears in each company’s annual statement to the State insurance depart- 
ments and which summarizes the operating results for the year. 

Our group worked many days on the preparation of the draft of a 
bill to meet the Secretary’s prescription; and that draft finally be- 

came H. R. 13707. Mr. Robert E. Slater, vice president of John Han- 
cock Mutual Life Insurance Co., will shortly discuss the provisions 
of that bill. 

I should like to present as the next witness Mr. Daniel J. Lyons, 
vice president of the Guardian Life Insurance Company of America. 
He will present the results of our studies of the alternative approach 
outlined by the Secretary, the so-called excess-interest method for 
taxing investment income. 

Mr. Lyons. Mr. Chairman, and members of the committee, this 
statement discusses excess interest as a base for a Federal income tax on 
life insurance companies. 

I might say parenthetically that it bears on the question which came 
up a number of times yesterday as to whether the deductions should 
be 85 percent for required interest, or 70 percent, or I think the last 
one I heard was 6814 percent. 
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Excess interest is the interest earned by a company in excess of the 
interest required to maintain reserves. The theory has been advanced 
frequently that excess interest constitutes the only proper taxable in- 
come of a life insurance company. 

In one form or another, this theory has been the underlying basis 
for the Federal income tax on life insurance companies in the 5 dif- 
ferent laws enacted in the past 37 years. All of these laws have failed 
to do the job properly. 

Certainly the excess interest theory has had an adequate trial. It 
is significiant, I believe, that the statutes have never applied the theory 
completely on a company-by-company basis. For example, the 1955 
stopgap law ignores individual company requirements and assumes 
that in each company 85 percent of interest earned is the required in- 
terest. This means that the tax base is 15 percent of interest earned. 
Except for a reduced rate on the first million taxable income the tax is 
52 percent of 15 percent or 7.8 percent of net interest earned. 

While some may think of the 1955 stopgap law as merely a tax of 
7.8 percent on net earned interest, it is actually based on the excess 
interest theory. That is the theory that you require 85 percent for 
your reserve. The same is true of all proposals I have seen for a tax 
formula based on net earned interest. 

Among other defects in the excess interest laws of the past is the 
fact that deductible expenses were limited to approximately one- 
fourth of 1 percent of assets. None of the expenses of bringing in 
the funds or of maintaining equitable relationships thereafter are 
allowed. This was necessary when the theory was adopted because of 
the exemption of the investment income the companies assumed they 
would earn. 

Incidentally, this was necessary when the theory was first adopted 
because of the fact that required interest was to be exempted. Had 
these other expenses—that is, all of the expenses—been allowed, then 
the tax base would have just about disappeared. Consequently the 
theory would have fallen down. 

The excess interest theory has never emerged without adjustment 
in any Federal income-tax law. We have had averaging, weighting, 
and even the introduction of flat percentages of income to which it is 
applicable. The basic incompatibility of the theory is demonstrated 
by the successive modifications introduced in a series of attempts to 
make it work. There are those who feel that it breaks down com- 
pletely in the case of policies with small reserves requiring little in 
the way of supporting assets. Possibly this feeling has led to the 
suggestion that a tax based on total receipts would be better. 

it might be worthwhile to take a minute to consider the difference 
between this so-called excess interest theory and the total receipts 
theory. What is the difference? Let’s consider for a moment what 
we mean by total receipts. 

Total receipts are made up of the following items. You have them 
before you, and I shall read them; 1 to 5 reduced by 6 and 7. First 
we will look at the 1 to 5, the first five items that go into total receipts 
and we just add up. First of all there is excess interest. That is the 
very thing that I have been talking against and that goes into a total 
receipts bill. Excess interest. 

Secondly, net gain during the year, positive or negative, from 
mortality and morbidity. 
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8. Net gain as a result of expenses of operation and allowance there- 
for, positive or negative. 

That also goes in. 

4, Capital gains and losses. 

5. All other gains, positive or negative. 

Now, from the sum of those 5 items, you would deduct 2 items, 
increase in policyholders’ protective funds and also dividends paid 
to policyholders. 

Except for item 6 the above is the tax base of corporations generally. 
Item 6 permits a company to accumulate a fund solely for the protec- 
tion of policyholders before tax. ‘This is necessary because of the con- 
tingencies of the life insurance business. 

Possibly a comment is required on item 7, dividends to policyholders. 
These are refunds of premiums not found necessary to meet the benefits 
of the policies. If insurance is to be furnished at the lowest possible 
cost, premium refunds are a necessary adjunct, although I am sure 
that this committee recognizes that they are merely refunds of pre- 
miums not found necessary to meet the benefits of the policies. 

With this explanation of the total receipts basis, we are now in a 
position to consider the difference between the total receipts tax basis 
and the excess-interest basis. The difference is, of course, that if 
excess interest is the tax base, we are using only item 1 and disregard- 
ing all of the others. 

Now this is the real crux of the problem. 

Should the tax be based on just one item, namely, excess interest ? 

A tax base evolved from the excess-interest theory varies sharply 
depending on the interest rate assumed by the actuary in calculating 
reserves. If we consider two companies both earning 4-percent in- 
terest, and both charging exactly the same premiums but with the 
actuary of one assuming 2-percent interest in his caleulation—you 
see he is a very conservative fellow—and the actuary of the other 
assuming 314 percent, the first company would have four times as 
much tax, all based on assumptions. 

The impact of this obvious discrimination was reduced in the 1942 
law by using an adjusted industrywide average required interest rate. 
Even on this adjusted basis the law failed in the late 1940’s as a result 
of a drop in interest to the point where the excess interest vanished. 
An attempt at correction was made in 1950 by use of an unadjusted 
industry average interest required to maintain reserve. However, 
this became impractical because a sharp upsurge in the tax base caused 
by significant increases in the interest actually earned and the use of 
more conservative assumptions as to required interest. This later 
brought about the 1955 stopgap law to which we have already referred. 

Ins spite of the consistent failure over the years of the excess interest 
theory as a sound basis for Federal income tax of life insurance com- 
panies, the method still has its staunch advocates. These individuals 
continue to seek a formula on this basis which will be acceptable to the 
Congress. One of the most recent formulas proposed, that has come 
to my attention at any rate, uses in the base what is called the re- 
valuation method. It has quite a scientific name. This is a most 
intriguing proposal because, on superficial review, it seems to meet 
many of the objections to the free interest or excess interest theory. 
Under the revaluation method the insurance business of each com- 
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pany is allegedly revalued each year at the net earned interest rate 
of the company for the year. The lack of standardization in other 
raluation assumptions is disregarded. This proposal has the basic 
defect of being completely arbitrary since the so-called revaluation is 
not really a revaluation because it ignores important contract 
liabilities. 

When a company’s earned interest rate is high relative to the in- 
terest rate specified in the contract, the company liabilities arrived at 
by the revaluation are less than the current demand liabilities on 
surrender for cash. When there is another sharp downward drop in 
interest rates, the revaluation rate will approach the rate stated for 

valuation in the contracts. The revaluation reserves will probably 
then equal or exceed the demand liability upon surrender for cash, the 
cash values and the surplus for tax purposes will be correspondingly 
reduced. 

Obviously the tax base under this revaluation method could fluctuate 
rather sharply over a short period of time. For example, a decrease 
in the net earned rate of one-half percent from present levels would 
cause a sharp decrease in the amount of revalued surplus to which a 
lower interest rate would be applied. In many companies this would 
mean a tax reduction of about 3714 percent. 

This twofold effect of the earned rate on the tax could reduce the 
total return to levels which might be unacceptable from the Govern- 
ment point of view. Such a possibility offers little hope for a perma- 
nent solution of the tax problem. 

This revaluation method would also cause a serious problem for : 
company holding a large block of common stock in a rising market like 
the present. On paper, surplus would increase materially ‘and so would 
taxes. Interest income would not have increased. Thus the company 
would have to pay higher taxes on the basis of paper profits which 
could disappear as fast as they came. 

This is not idle theory, since inflation is still very much in the fore- 
ground. 

In conclusion, excess interest alone as a tax base never has worked 
properly, and it is most unlikely that any new attempt in this direction 
will succeed any better. Surely this theor y has been given an adequate 
test. Its unsoundness over the past 37 years is proved by the gyra- 
tions and fluctuations in the impact of the tax over this per iod. What 
we need is a new law based on a sound theory which will be fair both to 
the Government and the 110 million policyholders who in the end 
have to foot the bill. 

We also need a tax base and should bend every effort toward getting 
one which will give us a degree of permanence for the future. 

Thank you. 

The Cuarmman. Thank you, sir. 

Mr. Maerz. Mr. Chairman, in his letter of April 10, 1958, the Secre- 
tary expressed a preference for taking into account the total gross 
receipts of life insurance companies in the course of computing their 
net income subject totax. Hestated: 

The method of taxation to which it is suggested the committee give first 
consideration would provide a long-range basis of taxation for life insurance 
companies bringing their taxable income concept into closer conformity with that 


of other corporate business. Such a concept should be designed to reflect, to 
the fullest extent practicable, the full net earnings of life insurance companies. 
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It should at the same time provide comprehensive deductions for all expenses, 
interest, and reserve requirements, and all amounts paid or made available to 
policyholders. 

In our work in drafting the bill that became H. R. 13707, we sought 
to comply with the Secretary’s requirements (1) to bring the tax- 
able income concept into conformity with that of other corporate 
business; (2) to reflect the full net earnings; and (3) to provide de- 
ductions for expenses, ane and reserve requirements, as well as 
for amounts paid or made available to policyholders. Mr. Robert E. 
Slater, vice president of ae Hancock Mutual Life Insurance Co., 
will present our statement on behalf of H. R. 13707. 

The Cuarrman. Mr. Slater. 

Mr. Svatrer. Mr. Chairman and members of the committee, as has 
already been pointed out to you, the Secretary of the Treasury in his 
letter of April 10, outlined the method by which he believed life in- 
surance companies should be taxed. As soon as the letter was made 
avaliable, the group of companies which we represent, in order to show 
good faith and our desire to obtain permanent legislation, assembled 
a large staff to develop a tax formula based upon the total receipts 
approach. As already pointed out to you by Mr. Lyons, the alterna- 
tive suggested in the Secretary’s letter of April 10 is wholly unaccept- 
able to our group. Consequently, our efforts were directed primarily 
to the development of a total receipts approach to Federal taxation of 
mutual life insurance companies. 

In devising a tax formula based upon the total receipts approach, 
our group fully realized that the industry must ultimately be taxed 
on a formula applic: able to corporations in general if the public is to 
feel the industry is paying its fair share of the tax load. 

Our group has sought to be objective. It was our desire to devise 
a tax bill that is fair and equitable to all mutual companies and one 
that did not give us any competitive advantage. Our proposal does 
show that it is not only practical but also feasible to draw a total 
receipts bill for the tax ition of life insurance companies. 

The Secretary suggested starting with line 33 of the summary of 
operations, which is the so-called gain from operation after dividends 
to policyholders, as a basis of determining taxable income. It was 
suggested b iy the Secretary that certain adjustments had to be made to 
this line before arriv ing at a satisfactory tax base. In its work, our 
group found that the adjustments to line 33 so complicated the process 
that it actually became easier to start with receipt of premium and in- 
vestment income ; make the necessary deductions for reserves, ete. ; and 
arrive at about the same net result. 

The formula that we devised for the taxation of mutual life insur- 
ance companies only is made up along general corporate lines. There 
are income and receipts from which deductions are allowed before ar- 
riving at a net income subject to the full corporate tax rate. 

The deductions in general are : 

(a) The expenses of operation ; 

(6) Payments made to policyholders including policyholder 
dividends ; 

(c) Increase in policy and other reserves ; 

(d) Allowance for a tax-deferred additional fund for the pro- 
tection of policyholders; 

‘e) Deduction of reserve strengthening over a 10-year period ; 
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(f) Permission to use net level premium method of valuation 
for tax purposes for those companies using another method of 

valuation ; 

(9) Special allowances for small companies. 

Corporations in general are permitted at 85-percent credit on divi- 
dends received from other corporations. If life insurance companies 
were permitted the same credit, it would mean an allowance amounting 
to a double deduction. H. R. 13707 eliminates the double deduction 
by reducing the amount of dividend received credit. 

It could be argued that the same principle is involved in tax- -exempt 
interest. The bill allows a full deduction for tax- -exempt interest 
because of the constitutional question involved. 

If, however, a way can be found to eliminate the double deduction 
and treat tax-exempt interest in the same manner as the dividend- 
received credit, our group would not oppose such a change. 

In devising a tax formula, we believed it should provide for a tax 
on net capital gains on the same basis as such gains are taxable to 
banks. In addition, we have felt there should be a transition period 
of 5 years, so that a company may adjust its operations to the new 
method of taxation. Our studies led us to the conclusion, a practical 
conclusion, that the tax formula should provide for a minimum tax, 
so that a certain level of revenue can be assured to the Government 
and also to avoid seriously disturbing the present incidence of tax 
among the various companies. 

The result of the work of our group, is the bill for taxation of mutual 
life i Insurance companies, H. R. 13707, filed by Congressman McCor- 
mack, of Massachuetts, at our request in the closing days of the last 
session of Congress. The bill does have certain technical errors in 
it. Additional work has been done since the bill was filed, so that 
with suggested revisions of H. R. 13707, a superior bill will exist. We 
have submitted to the joint congressional st: uff, and will tod: ay submit 
to this committee, these suggested revisions in H. R. 13707 for your 
consideration. 

I would like to point out for our group that a total receipts approach 
to taxation is one that must be idle upon as a whole. We support 
H. R. 13707 with the suggested revisions, but the support is limited 
to the specific bill or one similar to it, rather than to the broad general 
principle of a total receipts approach without any safeguards. 

For ex: umple, our group believes that a total receipts approach must 
contain provisions for a tax deferred additional fund for the protec- 
tion of policyholders. Its support of the total receipts approach is 
premise .d on the basis that such a fund will be allowed. It goes with- 
out saying that any such fund would be held for the benefit of policy- 
holders and no one else. 

The additional fund for the protection of policyholders is essential, 
because surplus in a life insurance company is not like surplus in any 
other kind of corporation. Surplus in an industrial company is gen- 
erally built up from retained earnings, whereas in a mutual ‘life 
insurance company surplus is primarily retained capital deposits. 
These funds are held by the company until such time as the policy- 
holder terminates his contract. The surplus of a mutual life insurance 
company is, in fact, a contingency reserve held to protect policyholders 
against investment and mortality loss and to provide for increases in 
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the level of expenses not anticipated in the calculations of the policy 
remium. 

The surplus is a revolving fund. It is not the same fund increased 
every year. The funds added each year are the net of decreases re- 
quired in the contingency reserve for those policies where the risk of 
contingency is decreased and increases for those policies where the 
risk of contingency is increased. There is no ultimate withholding of 
funds from the policyholder by the mutual life insurance company. 

There is an impression in some circles that when a policyholder 
withdraws from a mutual life insurance company, funds previously 
deposited with the company in part remain with the company. This is 
not a fact because contributions made to the contingency reserves are, 
for those companies having most of the life insurance in force, re- 
turned to the withdrawing policyholder. 

Mutual life insurance companies having more than 50 percent of all 
life insurance in force pay, upon the termination of the contract, a 
so-called terminal or settlement dividend. This dividend, in addition 
to the so-called cash value of the policy, represents the entire financial 
interest of a particular policyholder in the company. 

The other mutual companies treat the funds released from the con- 
tingency reserve in a different manner but the net result is essentially 
the same. The additional fund for the protection of the policyholders 
seeks to provide for loss that can accrue both from investment of funds 
and from mortality and morbidity loss. The allowances, which repre- 
sent a tax deferment, represent only a bare minimum of what all com- 
panies have in the past years considered essential to adequately protect 
the policyholders and their beneficiaries. The fund, for example, pro- 
vides for 3 percent of the increase in policy reserves as a reserve for loss 
and fluctuation of asset values. 

As of now, bond values as well as the values of mortgages are off at 
least 12 cents on the dollar. This in itself is adequate proof of the 
need for such an item. The additional fund provides for a mortality 
contingency fund of $2 per $1,000 of the increase of the insurance in 
force. This means that for all time the allowed mortality reserves 
for fluctuations would amount to $2 per thousand or 0.2 percent of the 
face amount of the policy. This amount is drawn down once the policy 
is no longer in force. An amount of 1 percent of the increase in an- 
nuity reserves is also allowed to provide for future improvements in 
annuity mortality. Pension business is allowed in total 514 percent of 
the increase in reserve so as to remove these phases of the business from 
Federal taxation. Twenty-five percent of the increase in accident and 
health premiums is also allowed as part of the tax deferred additional 
fund for the protection of policyholders. AJ] of these allowances are 
automotically drawn down when the contingency itself disappears 
and these allowances flow back into income subject to taxation. 

We have made extra provisions for the nonparticipating business 
of a mutual company because the contingency liability is greater than 
for participating business. 

_ The bill H. R. 13707 was designed for the taxation of mutual life 
Insurance companies only. We represent a group of mutual compa- 
nies, and do not consider it appropriate to speak for any other kind 
of life insurance company. We have not, however, worked in a vac- 
uum. If this bill is to be used for the taxation of stock companies as 
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well as mutual companies, we believe that adjustments must be made 
to provide for differences existing between the two kinds of companies. 

Our group has sough to be practical in its approach by devising a 
total-receipts bill for mutual life insurance companies that would pro- 
duce for the Treasury, on life insurance business, funds at least equal 
to the revenue of previous years. This has been done in spite of studies 
already presented to you that show life insurance to be the most heavily 
taxed form of savings in this country. 

Items of clear-cut discrimination, such as the taxation of earnings 
on pension funds, have been indirectly eliminated from taxation by 
permitting companies to accumulate contingency reserves equal to 
what have been accumulated over the past several years. 

In addition, those areas of double taxation, such as taxation, such 
as taxes on annuities and funds on deposit, have also been eliminated 
from the minimum tax base. Consequently, the proposed bill H. R. 
13707 not only changes the method of taxing mutual life insurance 
companies to a total-rec eipts approach, but ‘also seeks to eliminate 
some of the discrimination existing in the present stopgap law. We 
believe that Congress will, in any bill that is devised, eliminate these 
areas of discrimination because of the bad effect it is h: ving on the 
business. 

The elimination of this discrimination in many instances accounts 

for the change in incidence of the taxload among the various mutual 
companies. Let me point out, however, that, because a particular com- 
pany may have its total tax bill reduced by reason of having a large 
amount of pension business on the books, it does not mean that this 
reduction in taxes can be applied to increase dividends on ordinary 
insurance and obtain a competitive advantage over other life insur- 
ance companies. Mutua] life insurance companies must maintain 
equity among the various policyholders, and a reduction in taxes on 
pension business must be used to reduce the cost of pension business. 
It cannot be used for any other purpose. The laws of the several 
States, and particularly regulation 33 of the New York Insurance 
Department, require the proper allocation of such an item. 

It may be argued by some, from a thearetical standpoint, that a 
total-receipts approach should contain no minimum tax. If no tax 
becomes payable, then none should be paid. However, as a practical 
matter, a minimum tax has been introduced so that the amount of 
revenue, exclusive of discriminatory items, such as taxes on the earn- 
ings from pension plans and the double t taxation on annuities, would 
at least be equal to that collected in prior years. In fact, the increase 
in the business from year to year would produce an increasing amount 
of revenue from the mutual companies. 

We cannot accept the philosophy expressed by some that a total- 
receipts approach would cause the managements of mutual companies 
to toss caution to the wind, increase dividends and make no contribu- 
tions to the contingency funds, for the sole purpose of driving other 
companies out of business. Life insurance companies are today en- 
gaged in a stiff, competitive struggle for new business. In the main, 
the competition has been good for the i insuring public. However, in 
spite of this stiff competition, the managements of life insurance com- 
panies have still added to the general contingency funds whenever such 
contingencies have increased. So long as we are discussing the sub- 
ject of discrimination, let me say our studies—and I am not complain- 
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ing—show that, if any discrimination exists, discounts can only exist 
when the policy vholders in one kind of company are taxed differently 
than policyholders in another kind of company. 

If the Congress wishes to tax underwriting gains in a stock company, 
this will not affect the net cost of insurance to the policyholders of the 
future unless the stockholders insist upon the same level of profit as is 
presently afforded them without a tax on these gains. 

The purpose of the minimum tax in H. R. 13707 is primarily to 
maintain income to the Treasury and, also, not to disturb seriously 
the present incidence of tax existing among the various mutual com- 
panies. An added advantage to the minimum tax is that it will also 
deter any management that may think it can avoid the payment of 
Federal income taxes merely by increasing dividends. ‘This is so be- 
cause, regardless of how much dividends may be increased, a minimum 
tax will apply. This minimum tax, which is similar to the present 
method of taxation, apparently has kept companies in general from 
having a competitive advantage over one another, or, at least, if it 
does exist, companies have learned to live with it. Our group ex- 
amined every conceivable kind of minimum tax before deciding on 
the one contained in H. R. 13707. In fact, we have continued to exam- 
ine all possible bases for a minimum tax and, to date, have not found 
a better substitute for the one given in H. R. 13707. 

In summary, let me outline to you some of the advantages of the total- 
receipts approach to the taxation of life insurance companies. 

Advantages of the proposals : 

(1) Places life insurance companies on the same basis of taxation 
as all other corporations. 

(2) All income and receipts, after proper deductions, are made sub- 
ject to Federal taxation. 

(3) Except for the operation of the minimum tax, it places the 
method of taxation on an individual company basis. 

(4) Minimum tax in H. R. 18707— 

(a) properly contains a minimum tax which insures a mini- 
mum level of revenue to the Government ; 

(6) tends to avoid any serious disturbance to present incidence 
of tax among the various companies; and 

(c) prevents discriminatory advantages, if any, afforded mu- 
tual companies. 

(5) Eliminates discrimination of tax placed on earnings of pen- 
sion funds in a life insurance company. 

(6) Eliminates double taxation existing on investment earnings of 
annuities, deposits, ete. 

We concede that the problem of taxation of life insurance compa- 
nies is a very difficult one. In many respects, most of the problems 
are the fault of the industry in that we have been reluctant over the 
years in coming to grips with all the factors involved. We believe 
that nothing can be gained by any further delay, and a great deal of 
harm may result to the life insurance business if this problem i is not 
resolved at this time. 

We want permanent legislation, and it appears that, with al] the 
failures of the so-called excess-interest approach over the years, a 
new approach should be adopted. However, in arriving at a level of 

tax for mutual companies, I respectfully submit this committee must 
realize that the tax burden rests upon the policyholders. 
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In the course of al] our discussions with the congressional staff and 
the Treasury, we have filed with them the supporting data that ex- 
plains each and every item in this bill in detail. If it is agreeable 
with the committee, the chairman of the committee, we would like 
very much to make these a part of the record. 

(The data referred to follow :) 


H. R. 13707. A Birt RELATING TO THE TAXATION OF INCOME OF MUTUAL LIFE 
INSURANCE COMPANIES, INTRODUCED BY Mr. McCorMaAcK (BY REQUEST) ON 
Avucust 7, 1958, AND REFERRED TO THE COMMITTEE ON WAYS AND MEANS 


SUGGESTED CHANGES AND CORRECTIONS 


(1) Page 2, line 7: Insert the word “outstanding” after the word “by”. 

Reason: To treat as a “mutual life insurance company” a stock company 
which has virtually completed its mutualization (by having purchased all out- 
standing shares) except for the pro forma retirement of its shares. 

(2) Page 4, line 2: Insert the words “and subsection (d)” before the word 
“therefore’’. 

Reason: To overcome the adverse effect of State Mutual Life Assur. Co. v. 
Com’r ( (1957) 246 F. 2d 319) and avoid possible construction that deduction of 
home office real estate expenses, taxes, etc. is limited as under present law. 

(3) Page 6, line 15: Change this line to read as follows: “of the mean amount 
of life insurance in force at the beginning and end of the taxable year under 
indi-’ [Italic matter is new.] 

Reason: Clarification—to specify when the insurance must be in force. 

(4) Page 6, lines 18 to 25: Eliminate subparagraph (B) from paragraph (8) 
and change the beginning of the paragraph by substituting the following for the 
language in lines 18 to 23: 

“(8) for each of the taxable years beginning after December 31, 1957, and 
before January 1, 1983, two-tenths of 1 percent of an amount equal to so much 
of the life insurance reserves (as defined in paragraphs (1), (2) and (3) of 
section 801 (b)) on December 31, 1957,” 

Reason: Paragraph (8) should be confined to reserves held on December 31, 
1957, and other than life insurance reserves should be excluded. 

(5a) Page 7, lines 21 to 22: Eliminate the phrase “issued during the tax- 
able year”. 

(5b) Page 8, line 1: Insert the word “all” before the word “such”. 

(5c) Page 8, line 7: Change this line to read as follows: “to any such con- 
tract theretofore or thereafter issued.” 

Reason: To force all companies with preliminary term reserves to revalue 
all or none on a net level premium basis instead of making possible a separate 
election with respect to each year’s business. 

(6) Page 11, line 2: Eliminate the word “face”. 

Reason : Some policies have no “face” amount. 

(7) Page 11, lines 14 to 16: Substitute the words “make any provision” for 
the word “provide” in lines 14-15, and add the following at the end of para- 
graph (4), so that line 16 will read: “section (d)) during its term. Unless the 
context indicates otherwise, reference to an insurance or annuity contract does 
not include reference to a contract supplementary thereto, and reference to 
a supplementary contract does not include reference to the insurance or annuity 
contract out of which it arises.” [Italic matter is new.] 

Reason: To make it celar that supplementary contracts are not included in 
the definition of nonparticipating insurance unless the context clearly so indi- 
cates. 

(8) Page 11, lines 18 to 19: Substitute the words “this subtitle” for the 
language in lines 18-19. 

Reason : The bill’s reference to section 1201 (a) is incorrect. 

(9) Page 12, line 19: Substitute the words “by subsections (b) and (c)” for 
the words “by such subsection”. 

Reason: A technical change necessitated by the change in item (11), below. 

(10) Page 14, line 6: Substitute the figure “25” for the figure “30”. 

Reason: It is the view of those most familiar with this type of coverage 
(health and accident insurance) that 25 percent represents a somewhat more 
realistic figure. 
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i (11) Page 15, lines 10 to 20: Change paragraph (2) to read as follows: 

“(2) no amount added to the net operating income for the taxable year as 
the result of a net decrease in any item described in subsection (b) shall 
exceed the amount by which— 

“(A) the aggregate reductions for all prior taxable years after 

4 December 31, 1957, in the net operating income resulting from net 
increases in such item exceed 

“(B) the aggregate additions for all such prior taxable years to the 
net operating income resulting from net decreases in such item.” 

Reason: Whether or not net operating income should be increased in the case 
of a net decrease during the year in any of the items listed in subsection (b) 
should be determined on a per item basis. 

(12a) Page 16, line 11: Add the word “plus” after the comma. 

(12b) Page 16, line 13: Eliminate the word “and” after the comma. 

(12c) Page 16, lines 14 to 15: Eliminate paragraph (3) and substitute the 
following (without indentation) : “except that section 1201 (a) (relating to al- 
ternative tax in case of capital gains) shall not apply to computation of the 
tax on the life insurance taxable income.” 

(12d) Page 16, line 19: Eliminate the words “, minus the sum of—” and in 
lieu thereof insert the following indented matter: 

“(1) increased by an amount which bears the same ratio to the excess 
of the gains from sales or exchanges of capital assets over the losses from 
i such sales or exchanges as the excess of the qualified reserves (determined 
under section 804 (c)) over the non-life insurance reserves (as defined in 
section 804 (d) (2)) bears to the qualified reserves ; or 
“(2) decreased by an amount which bears the same ratio to the excess 
' of the losses from sales or exchanges of capital assets (computed without 
' the limitation of section 1211 (a)) over the gains from such sales or 
exchanges as the excess of the qualified reserves over the non-life insurance 
reserves bears to the qualified reserves ; 
minus the sum of—’”. 

And (on p. 17, lines 1, 4, and 6) change paragraph numbers “(1)”, “(2)”, 
and “(3)” to “(3)”, “(4)”, and “(5)”, respectively. 

(12e) Page 17, lines 18 to 25: Change paragraph (d) to read as follows: 

“(d) NON-LIFE INSURANCE TAXABLE INCOME DEFINED.—For purposes of this 
section— 

“(1) the term ‘non-life insurance taxable income’ means the net invest- 
ment income allocable to non-life insurance reserves (determined under 
section 804 (d) )— 

(A) inereased by an amount which bears the same ratio to the net 
capital gain as the non-life insurance reserves bear to the qualified 
reserves, and 

“(B) decreased by an amount which bears the same ratio to the total 
of the deductions provided in sections 243, 244, and 245 as the non-life 
insurance reserves bear to the qualified reserves; 

“(2) in the case of a life insurance company which has non-life insurance 
reserves, the term ‘excess’ used in section 1201 (a) (relating to alternative 
tax on capital gains of corporations) means, for purposes of section 1201 
(a), an amount which bears the same ratio to the excess described in such 
section as the non-life insurance reserves bear to the qualified reserves; 
and 

“(8) in computing a net capital gain for purposes of paragraph (1) (A) 
of this subsection, and for purposes of any computation under section 1201 

; (a) (as provided in paragraph (2) of this subsection), a net capital loss 
for any taxable year beginning before January 1, 1955, shall not be taken 
into account.” 

(12f) Page 18, lines 1 to 4: Eliminate entire subsection (e). 

(12g) Page 18, lines 9 to 11: Change the beginning of paragraph (1) to read as 
follows: 

“(1) 100 percent of the net investment income (increased or decreased as 
provided in paragraphs (1) and (2) of section 815 (b)).” 

(12h) Page 18, lines 19 to 20: Change these lines to read as follows: “the 
amount by which the net investment income (so increased or decreased) exceeds 
the sum of.” 

(12i) Page 18, line 21: Change subparagraph “(A)” to “(C)”. 

(12j) Page 18, line 22: Substitute the word “plus” for the word “and’’. 

(12k) Page 18, line 23: Change subparagraph “(B)” to “(D)”. 
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(121) Page 18, line 7: Change the figure “(2)” at the end of the line to “(4)”, 

(12m) Page 27, line 11: Insert “815(a),” immediately before the word “after”, 

Reason: To correct the capital gains treatment. With these changes, capital 
gains and losses (for purposes of the alternative tax under subpart D) will be 
treated as follows: 

(i) determine gains and losses from sales and exchanges of capital assets, 
and reduce both gains and losses by portion thereof allocable to non-life 
insurance reserves (using ratio of non-life reserves to qualified reserve, as 
now prescribed by Internal Revenue Code, sec. 802 (e) and (f) (1)). 

(ii) increase investment income allocable to life insurance reserves, ete. 
(i. e., qualified reserves less non-life reserves) by gains, and reduce it by 
losses, of reduced amount determined under (i). 

(iii) determine “net capital gain’ (as now defined (in Internal Revenue 
Code, sec. 1222 (9) (A)) and “net capital loss” (as now defined in Internal 
Revenue Code, sec. 1222 (10)), and treat the portion allocable to non-life 
insurance reserves in the same manner as under existing law (1955 formula). 

Thus, in effect, capital gains attributable to accident and health business will 
remain taxable at not more than the maximum 25-percent rate (with losses to 
be offset only against capital gains and the 5-year carryover of section 1212 
applicable). Capital gains or losses attributable to life business—being added 
to or deducted from the investment income against which the special deduction 
under section 816 is available—would not be entitled or otherwise subject to the 
special capital gains and losses provision of subchapter P. 

(13) Page 17, lines 16-17: Eliminate the matter in parentheses reading: “(de- 
termined under section 804 (d))”. 

Reason: In view of the changes in the preceding matter, this reference to 
section 804 (d) is repetitious and not needed. 

(14a) Page 18, line 6: Change the beginning of subsection (a) to read as 
follows: “Except as provided in subsection (ad), for purposes of this subpart.” 
[Italic matter is new. | ' 

(14b) Page 23, lines 4-5: Immediately before bill section 3 insert the follow- 
ing new subsection (sec. 816 (d) ) : 

“(d) MaximMuM DeEbDUCTION.— 

“(1) IN GENERAL.—The special deduction referred to in section 815 (b) (4) 
shall in no case exceed an amount equal to the amount which would be 
determined under paragraphs (1) and (2) of section 804 (b) if such section 
applied with respect to the taxable year. 

(2) DIVIDENDS RECEIVED DEDUCTION WHERE MAXIMUM LIMIT APPLIES.— 

“(A) If paragraph (1) of this subsection reduces the special deduc- 
tion referred to in section 815 (b) (4) for the taxable year, then in com- 
puting life insurance taxable income under section 815 (b), there shall 
be allowed an additional deduction in an amount determined under 
subparagraph (B). 

“(B) The amount of the additional deduction referred to in sub- 
paragraph (A) shall be the amount which bears the same ratio to the 
total of the deductions provided in sections 243, 244, and 245 as the net 
investment income (increased or decreased as provided in paragraphs 
(1) and (2) of section 815 (b)) reduced by the sum of— 

“(i) the net investment income allocable to non-life-insurance 
reserves, and 
“(ii) 100/85 of the maximum limitation determined under para- 
graph (1) of this subsection, 
bears to the net investment income (so increased or decreased ).” 

Reason: To impose a limit on the special deduction allowed under section 816, 
similar to the limit imposed under IRC section 804 (b) of present law. 

(15) Page 22, line 22: Change “(a)” to “(A)”. 

Reason: To correct typographical error. 


(16) Page 24, lines 1-7: Insert a period after the section number “818” on . 


line 3, and eliminate everything that follows, including the addition of a new 
subsection (c). 

Reason: To subject capital gains and losses of foreign life insurance com- 
panies to the same treatment as that of domestic companies. 

(17) Page 27, line 8: Change the figure “242” to “842”, 

Reason: To correct typographical error. 
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TAXATION OF OTHER THRIFT INSTITUTIONS 


I. MUTUAL SAVINGS BANKS, SAVINGS AND LOAN ASSOCIATIONS AND COOPERATIVE 
BANKS AND COMMERCIAL BANKS (SAVINGS DEPARTMENT) 


The Commerce Clearing House, 1958 United States Master Tax Guide, para- 
graph 123, states: 

“1298. BANKS AS TAXPAYERS.—Banks are taxed at the same income tax rates 
and in the same manner as any other ordinary corporation (Reg. sec. 1.581-1). 
However, mutual savings banks, building and loan associations, and cooperative 
panks many deduct amounts paid or credited to the accounts of depositors (code 
sec, 591, reg. sec. 1.591-1). They may make a deductible addition to a reserve 
for bad debts in an amount equal to (a) 12 percent of total deposits at the end 
of the taxable year, minus the surplus and reserves at the beginning of the year, 
or (b) taxable income for the taxable year (computed before the deduction for 
bad debts), whichever is smaller (code sec. 593, reg. sec. 1.593—1). 

“Other banks may compute deductions for bad debt reserves by use of a 
moving average of losses on the basis of 20 years, including the taxable year. 
In the alternative, they may compute the deduction by using their average 
experience for any 20 consecutive years after 1927; banks which have not been 
in existence for 20 years may use the bad-debt experience of other similar banks, 
preferably in the same locality. Loans which are Government insured in whole 
or in part should be eliminated, to the extent that they are insured, from prior 
year accounts in computing percentages of past losses and also from current year 
loans in computing the deduction for addition to the bad-debt reserve.” 

It is the difference in reserve for bad-debts allowances that has created the 
controversy between the stock and mutual banks. There appears little doubt that 
the reserve for bad debts given to the mutual banks is far in excess of the actual 
loss experience allowance given to stock banks. This, it can be argued, creates 
discrimination in respect to the buildup of tax-free working capital which is so 
essential to sound banking. 

The Master Tax Guide at paragraph 651 in respect to capital-gains taxation 
states: 

“651. BaAnKs.—Banks are not subject to the capital-loss limitation on worth- 
lessness of securities, but may deduct them as bad debts, in whole or in part. 
They are subject to the capital-loss limitations on worthless stocks and rights. 

“Net losses of a bank from sales or exchange of bonds are deductible in full 
as ordinary losses (code sec. 582).” 

The 1958 Technical Amendment Act expanded this ordinary loss treatment. 
Commerce Clearing House Reports No. 39, part I, of September 4, 1958, states: 

“Ronp Losses OF BANKS AS ORDINARY LoSsEsS.—Before this amendment, code 
section 582 permitted a bank to take ordinary loss deductions on net losses from 
sales or exchange of bonds, debentures, notes, certificates, or other evidences of 
indebtedness issued by any corporation ‘with interest coupons or in registered 
form.’ If the losses exceed the gains from such sales, none of the sales are 
considered sales of capital assets.. An amendment deletes the quoted words, 
so that banks will not be denied ordinary loss treatment on losses from mortgages 
and other evidences of indebtedness issued by corporations or governments, but 
not with interest coupons or in registered form. The amendment is retroactive 
to taxable years beginning after 1953 and ending after August 16, 1954.” 

To summarize the above the tax base on the thrift accounts operations with 
these institutions can be expressed broadly as follows: 


1. Gross income: Interest, dividends and discounts, rents and service 


Se Sean Gairen teereet Son cei aces bbldindiceaticidiie XXXX 
2. Deductions: 

Re SERMOMOMIORE GRPCIUON. GING: CR DOR icc. disci ck be edeiiin cece swine XXXX 

b. Amounts paid or credited to depositors_.__.-..__--_______-__ XXXX 

Ri Err PAenene. POCUITOG - CROO isin cachaaicss elected ecebtatatewtathdnulesittin beens XXXX 

Gh, Det LOGS OF SECTION BUG LOCI ini bcc ctcrtitee edie cesicmemedsseinl XXXxX 
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*Gain or loss on stock investments and net capital gain on securities and loans are 
subjected to capital-gains treatment, 
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Studies made by the mutual group clearly show that life company taxation 
would be about one-third of the present level if the above tax base of the mutual 
banks was applied. This relationship presumed that every dollar of income 
credited to the savings accounts by such institutions bore an average tax at the 
individual level, which, of course, does not happen as everyone knows. | Under 
life company taxation where the taxes are primarily paid by the corporation 
no such honest omissions from taxation can occur. However, a reasonable 
corporate withholding tax on such amounts would go far to bolster legitimate 
revenue due the Treasury, but even information at source at the $100 level hag 
been successfully opposed ($600 is the present level). The Federal income tax 
levied on $2.8 billion of gross income of the mutual banks for 1956, after the 
enumerated deductions, was $6 million. The assets of such banks at December 
31, 1956, were as follows: 





Type of bank Assets Percent 

(in billions increase 
Savings and loans_......_-. poleees i ee ele ae Spd jitignet | $41.2 14 
cee when Secunda iedensinneeiatee dba 25. 3 12 
Subtotal sits. SOs) Sit dd. aii lh ennddbsdick Gk 6. ie 
Time deposits in commercial banks !_. .......-.....-..---------------- has 48.1 | 7 
ere eee ene Re eS ee fiieaenetn chat enaleg ene as 354. © Toon canncaue 


1 Total liability for time deposits of individuals, partnerships, and corporations. 
II, REGULATED INVESTED COMPANIES 


Commerce Clearing House, 1958, United States Master Tax Guide, states at 
paragraph 87: 

“The advantage of being a regulated investment company is that it can dis- 
tribute all its income to shareholders without the burden of the heavy corporate 
tax.” : 

And at paragraph 88: 

“METHOD oF TAXATION.—Regulated investment companies are not allowed the 
special deduction of 85 percent of dividends received, or the deduction for net 
operating loss, as in the case of corporations generally, but are allowed instead a 
deduction for dividends paid. The tax rates are the same as for corporations 
generally. The 22-percent surtax is computed on the investment company 
taxable income in excess of $25,000. The 30-percent normal tax is computed 
on the investment company taxable income reduced by the amount of partially 
taxable United States interest. In both cases, such tax base is computed by 
excluding therefrom the excess of the net long-term capital gain over the net 
short-term capital loss. The rate on the excess of a net long-term capital gain 
over (1) a net short-term capital loss, ‘plus’ (2) capital gain dividends paid, is 
25 percent. (Code sec. 852 (b).) Dividends are classified as ‘ordinary’ and 
‘capital gain’ dividends, with the latter group taxed as long-term capital gains 
to the shareholders. (Code sec. 852 (b) (8), reg. secs. 1.852—-1-1.852-8.) For 
taxation of undistributed long-term capital gains, see paragraph 91. 

“Regulated investment companies which distribute currently at least 90 percent 
of their dividend and interest income and meet certain other tests are not taxed 
upon amounts distributed to shareholders. One of these tests is that the 
company must not invest more than 50 percent of its assets in companies in 
which it holds more than 10 percent of the voting securities.” 

Thus the company is not required to pay any tax and the investor is supposed 
to pay at the same rates as if he had personally received the income and capital 
gains from direct investments. 

It is believed that the majority of investment companies distribute capital 
gains. However, after 1956 even if such gains are not distributed the resulting 
25-percent tax is considered as being a withholding of tax for the shareholder 
who: (1) includes the amount in computing his long-term capital gain; (2) is 
allowed credit against his tax of 25 percent of the amount; (3) adds 75 percent 
of the amount to the cost of these shares. 
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Assets of investment companies at December 31, 1956, are shown below: 





Type | Assets (in Percent 

| — millions) increase 
a eda eet hii Ska iach led sia ae as sll Aetree Ree ce mal an 
Open-end - saebGaucdedraid abupastudddddaregladstadeumie sure $9, 046 15 
ONES. 2d Aineedddicchvdncthankbaunhbus sesedeaduapseaudeeueaabeael 1, 265 5 
a ee nics deed aaa lita ae A AAU Mincsiiceeninedetabninete 


III, MUTUAL INSURANCE COMPANIES 


Mutual insurance companies are taxed basically on the same basis as the 
casualty business of life companies. It is believed, however, that most mutual 
companies pay on the investment income base whereas most life companies pay 
on the 1 percent of net premiums plus gross investment income base. 

Life companies’ big competitors, Blue Cross and Blue Shield and employers’ 
private plans, pay no tax for providing hospital or surgical benefits either on 
the base of imputed investment income or on the basis of claims paid plus 
related expenses (comparable to life company net premium base). This creates 
the same discrimination in this field as obtains in the pension trust field and is 
detrimental to the public welfare. 

The seriousness of the impact of taxes on our competitive position is more 
apparent when we realize that on the largest cases the tax charge often amounts 
to as much as 50 percent of the total retention by the insurance carrier for its 
commission payments, operating costs, taxes, and contingency charges. The 
incentive of the larger groups to turn to Blue Shield and Blue Cross (for hospital 
and surgical coverages) or self-insurance is very obvious. It is only by con- 
stantly developing and aggressively selling broader and more flexible benefit 
plans with improved administrative handling techniques that the life insurance 
industry has been able to maintain, in recent years, its continued expansion in 
the group accident and health field. Whether, this can successfully offset the 
impact of the increased Federal income tax, the effect of which is just beginning 
to be felt, remains to be seen. 

It should be realized, however, that except in the area where coverage is offered 
by Blue Cross and Blue Shield, the small group has little choice but to insure, 
since it cannot readily absorb, the relatively large claim fluctuations that occur 
in groups of such size. Thus, the continuation of the present tax laws results in 
the inequitable situation where, for many types of benefits, all smaller groups 
are subject to taxes which can be avoided by the larger groups. 

To avoid discrimination against the insurance industry and against the 
smaller groups, and consistent with the sound public policy of encouraging pro- 
vision for accident and sickness benefits through private enterprise, the elimina- 
tion of all tax barriers which increase the cost of these benefits to the policy- 
holder appears to be a desirable goal. Certainly, the reduction of the Federal 
tax burden is a logical first step in this direction. It would seem that the present 
administration should be receptive to this proposal since it is in accord with 
the general principle of expanding as widely as practicable the protection now 
available against the cost of medical care. 

It might be added at this point that on group cases where the employer con- 
tributes to the cost, a substantial portion of the tax income loss by the Govern- 
ment if taxes on the insurers were reduced or eliminated, would be picked up in 
the taxes paid by policyholders. In the normal corporate employer situation, a 
lower tax would result in a lower cost to the policyholder, thereby increasing 
his taxable income. 

It has been argued that the alternative 1 percent premium tax is necessary 
to avoid discriminating against the mutual casualty companies, who are sub- 
ject to a 1 percent premium tax on all their business. Certainly, this is a case 
of the tail wagging the dog. To avoid putting a segment of the insurance in- 
dustry doing less than 10 percent of the total business written by insurance 
companies at an unfair competitive disadvantage, a segment responsible for 
most of such business is burdened with an unfair handicap as compared to their 
principal competitors, the Blue Cross and Blue Shield and self-insurance. Blue 
Cross and Blue Shield group premium volume (which is for hospital and surgical 
costs only) is currently about 70 percent of that received by the entire insurance 
industry for all group accident and health coverages. 
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This discrimination against the life insurance companies certainly outweighs 
the claim of discrimination against the mutual casualty companes. Any dis- 
crimination against mutual casualty companies could best be eliminated directly 
rather than by substituting a greater inequity. 

The opportunities for expansion of group accident and health business have 
been so great in recent years that the serious tax situation developing in this 
area has received, in my opinion, too little attention on the part of the life 
insurance industry. Instead of waiting until the tax handicaps have drained 
away substantial amounts of our business, we should immediately take all pos- 
sible steps to remove the discrimination and prevent this disaster from occurring, 
The position recently taken by the trustees of the National Maritime Union fund 
to the effect that they would not be properly exercising the responsibility vested 
in them if they ignored the possibility of saving taxes by providing benefits di- 
rectly rather than through insurance points up the urgency of this situation. 

High Federal tax is not justified on individual accident and health contract. 


The management expenses will exceed the investment income and the Capital | 


contributions have already been taxed from 2 to 4 percent for the privilege of 
contributing from taxed income into a common pool to meet the impact of 
various forms or morbidity. The present Federal tax when added to the State 


burden represents a very heavy burden to provide, from his taxed income, pro- | 


tection for himself and family in the health field. 


FEepERAL INCOME Tax Briu H. R. 13707 


Report of subcommittee on deductions from income for— 
A. Claim reserves. 
Loss carrybacks. 
Reserve strengthening. 
Net level premium and preliminary term methods of valuation. 
Deficiency reserves. 
General. 


tS Ob 


A. CLAIM RESERVES 


(1) At the end of any tax year there is a number of claims which have been 
reported to the company where payments have not terminated because the con- 
tingency still continues. On the basis of recognized mortality, morbidity and 
interest tables, the company calculates the reserves required to meet payments 
due after the end of the tax year. The increase in such reserves from the end 
of one tax year to the end of the next is deducted under 811 (b) (9), while the 
decrease is added under 811 (a) (5). These adjustments are necessary in 
order that claims may properly be accounted for on an incurred basis. 

(2) At the close of any tax year, there is a number of claims which have 
actually been incurred but which have not yet been reported to the company, 
so that a liability for loss exists which the company estimates on the basis of 
its experience during prior years. Part of this liability represents payments 
which would have been made during the tax year had the claims been reported 
at the time of their occurrence. This part is deducted under 811 (b) (1). The 
remainder of the liability represents the value of possible payments to be made 
after the end of the tax year. The increase in this part from the end of one tax 
year to the end of the next is deducted under 811 (b) (9), or the decrease is 
added under 811 (a) (5). 


(3) The amount of reserve liability for unreported claims depends to some 


degree on judgment. Errors may cause over or understatement of the current 
year’s tax base, but since both increases and decreases in the reserve enter fully 
into the computation, one year’s error is neutralized in later years when any 
reserves remaining after the liability has been fully discharged are released. 

(4) That part of unreported ordinary disability claims estimated to be pay- 
able after the end of the tax year (amounts not yet due) is included in line 1 
page 3 (liabilities) of the annual statement. That part estimated to have 
accrued at the end of the tax year is in line 4.1 including unreported life and 
accidental death claims. 

(5) That part of unreported accident and health claims estimated to be pay- 
able after the end of the tax year (amounts not yet due) is included in line 2, 
page 3 (liabilities) of the annual statement. That part estimated to have ac 
crued at the end of the tax year is in line 4.2. 
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(6) All of the claim reserves referred to above are checked by State insurance 
departments. Understatement or overstatement of such reserves will not effect 
the amount of tax but only the year in which it is paid. 


B. LOSS CARRYBACKS 


The only point that needs to be covered here is why a 20-year period is being 
advocated. The provision for carrybacks and carryovers itself presumably is not 
an issue since it is allowed in section 172 for corporations generally. In de- 
fending the 20-year provision the following points might be mentioned. 

(1) Taxable income for a life insurance company arises in major degree from 
business already on the books subject to premium rates that are guaranteed and 
cannot be increased if conditions become adverse. Thus, a life insurance com- 
pany is in a very different situation from a commercial organization that has the 
power to price its product as current conditions dictate. 

(2) If losses arise in life insurance operation, they are quite likely to tend to 
persist. Probably they will arise from adverse investment experience or from 
an unfavorable trend (rather than a sudden fluctuation) in mortality or mor- 
bidity rates. Consequently, for a carryback provision to be effective it may need 
to be available over a longer period of years than is necessary for other cor- 
porations. 

(3) Taxable income of a life insurance company, in a sense, is provisional at 
any time since it depends upon the adequacy of policy reserves and claim re- 
serves. For this reason the results of a particular year may indicate that there 
has been an operating gain, but this may later prove to be illusory because the 
reserves that produce that gain turn out later to have been too small. 

(4) The provision for a tax floor in H. R. 13707 substantially decreases the 
impact of the carryback proviison since a tax refund will develop only to the 
extent, if any, that the tax paid in a prior year exceeds the amount of the al- 
ternative tax. An unusually long carryback provision appears justified as an 
offset to this reduced impact. 


C. RESERVE STRENGTHENING 


(1) Tarable income affected by changes in reserves.—In determining the tax- 
able income under H. R. 13707 provision is made for a deduction of the amount 
of increase during the taxable year in policy reserves, or for an addition if 
there is a decrease. 

(2) Changes in reserve basis.—Experience indicates that from time to time 
there is need for reserve strengthening. This need may arise as in the past 
because, for example, of adverse experience under disability contracts or because 
of declining interest rates. On the other hand it may be appropriate to release 
unneeded reserves. While for the reasons stated below changes in reserve basis 
do not affect the total taxable income for a given class of business over its life- 
time, such changes affect the time when such income emerges and therefore 
the amount of the tax if the rate of tax varies from year to year. For this 
reason provision is made in section 811 (c) 2 for spreading out the effect of a 
change in reserve basis over a 10-year period. Thus, if reserves are strengthened 
(or released) only one-tenth of the amount of the change is taken into considera- 
tion in the tax year in which the change is made. 

(3) Reserve basis has no effect on ultimate income.—The particular basis 
used for determining the reserve liability does not determine the amount of the 
net operating results over a period of time as this is determined bv the actual 
operating results. The basis used only determines the way in which the net 
operating income is distributed over each fiscal year. Accordingly, while a 
decision to change the mortality or interest assumption may result in a sudden 
jump or drop in the operating income, such income over a period of years will 
reflect the actual results of the company’s operations. Accordingly any decrease 
in tax resulting from strengthening policy reserves would only be a deferment 
of the payment of a tax if such is required hy the actual operating results. The 
main effect therefore of the 10 years adjustment provision is to prevent sudden 
oe in the amount of the tax by smoothing out the payments over a period 
of time. 

(4) Why changes in basis cannot be arbitrary.—The standard valuation law 
which is part of the insurance laws of most States requires a minimum basis 
for reserves. In addition if a company’s reserve basis is above such minimum 
the law requires insurance department approval of any change to a less stringent 
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reserve basis. This is a control which prevents a company from arbitrarily 
strengthening and releasing policy reserves from year to year. 

(5) Effect of minimum tazr.—Section 810 (b) imposes an alternative tax 
computed in the manner provided by sections 815 and 816. This requires the 
payment by each insurance company of a minimum tax based upon the laws in 
effect during the last 3 years. Since this minimum tax does not take into con- 
sideration the possibility of reserve strengthening it may for a particular life 
insurance company affect considerably the applicability of the one-tenth rule, 
Thus the maximum reduction in tax in any year by applying the one-tenth rule 
would be the amount by which the tax otherwise payable exceeds the minimum 
tax. 


D. NET LEVEL PREMIUM AND PRELIMINARY TERM METHODS OF VALUATION 


Many companies, including most of the smaller companies, calculate reserves 
for life insurance policies on a preliminary term method of valuation, generally 
referred to as the commissioners’ reserve valuation method in the valuation 
laws of many States, or a modification of that method. This is an actuarially 
sound method of computing life insurance policy reserves which makes some 
provision for the heavy acquisition expenses of new business. Instead of com- 
puting reserves on the basis of net level annual premiums for all years, the 
present values of which are equivalent to the value of the contractual benefits, 
it assumes that a smaller net premium is available in the first policy year for 
contractual benefits and a somewhat larger net premium is available in subse 
quent policy years, the present value of such net premiums again being equiva- 
lent to the value of the benefits. The result is that the first-year reserve is 
much smaller on the commissioners’ reserve valuation method than on the net- 
level-premium basis. Subsequently, each year’s increase in reserves is a little 
larger on the commissioners’ reserve valuation method than on net level 
premiums, so that the reserves on the commissioners’ reserve valuation method 
gradually approach the net-level-premium reserves. 

A special rule in the proposed law would permit a company using the prelimi- 
nary term valuation method to calculate its increase in reserves on the assump- 
tion that its business was actually valued on the net-level-premium method. 
However, if a company elects to make this assumption, it must continue that 
same assumption in subsequent taxable years. 

This provision would, therefore, enable companies using the preliminary term 
valuation method to arrive at the same taxable income they would have had if 
their reserves had been computed on the same basis as other companies using 
the net-level-premium method of valuation. While increases in reserves would 
be greater under this provision during the first policy year, increases in reserves 
after the first policy year would be smaller. Furthermore, reserves released 
on policy terminations of such business would be greater than those computed 
on the commissioners’ reserve valuation method. This provision would result 
merely in protecting a company that uses the preliminary term valuation method 
from the necessity for paying its tax earlier than would otherwise be required. 


E. DEFICIENCY RESERVES 


One of the deductions allowed under section 811 (b) is the net increase dur- 
ing the taxable year in reserves. This note does not attempt to discuss the 
broad question of reserves and the sound reasons for granting deductions for 
any net increase. It will review the nature of deficiency reserves and the 
logic of disregarding “a decrease in deficiency reserves for contracts issued 


Ce ne a 


—_— 


prior to January 1, 1958,” in computing any such net increase for deduction | 


purposes. 

Broadly considered, the basic reserves held by a life insurance company are 
determined as the excess of future insurance benefits payable over future 
valuation net premiums, both valued according to specified mortality and 
interest assumptions. Deficiency reserves are required under present laws 
when the gross premiums to be collected are less than the valuation net pre 
miums. The amount of such reserves is the present value of the future deficiencies 
in the premiums. 

Since deficiency reserves are based on the present value of future premium 
deficiencies, their normal pattern shows a maximum in the year of issue, 
gradually declining thereafter, and eventually reaching zero at the end of the 
premium period. Accordingly, on such business issued after January 1, 1958, 
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the establishment of the reserve in the issue year involves a drain on current 
earnings which will be included in computing, for deduction purposes, the net 
increase in reserves during the taxable year. The future decreases in such 
deficiency reserves will offset the increases of the issue year. Thus, such 
reserves on business issued after January 1, 1958, should have relatively little 
effect on total taxes paid over the years. 

However, a different problem exists in regard to deficiency reserves already 
established on business issued prior to January 1, 1958. Tax bases in effect 
in prior years were such that there were no offsetting deductions for the 
reserve increase in the year of issue. Recognition of the normal current and 
future decreases on such previously established deficiency reserves would seem 
to operate unfairly by increasing the taxes for companies affected due to the 
technical pattern of such reserves. In view of this, reduction in such previously 
established deficiency reserves may not properly be allowed to affect the tax 
base. This is the reason for section 811 (2). 


F. GENERAL 
Reserve basis 

One of the arguments which may be advanced against the validity of the 
total-income approach is that it would require the various reserve bases used 
by the various companies to be uniform. This argument stems from the fact 
that the increase in reserves from year to year is one of the more important 
items which helps determine the net gain from insurance and, therefore, the 
amount of Federal income tax, on the total-income basis. If the reserves in 2 
companies are based on different assumptions of mortality or interest, the 
yearly increases in such reserves would differ even though the business of the 
2 companies was identical in all respects. According to the argument, it 
follows that, in order to apply the total-income approach among companies 
without distortion of results, it would be essential that all companies have 
the same reserve bases, and, since this is completely impracticable, the total- 
income approach must be ruled out as unacceptable. 

This argument does not carry the thought far enough. In order to see the 
complete picture, let us assume two companies in which all factors (business 
in force, terminations, new business, premiums, dividends, expenses, benefits, 
nonforfeiture values, etc.) are identical; everything, that is, except the reserve 
bases. 

If we select in company A any one specific policy and its counterpart in 
company B, the reserves on these policies, and the increases in reserves from 
year to year, will differ. Let us now assume these two identical policies become 
claims, perhaps death claims, or matured endowments, or cash-surrender values. 
In the year in which the claims occur, the reserves which have been established 
will be released. 

To simplify the explanation and illustrate the underlying principle, let us 
make some simple arbitrary assumptions. Let us assume that the reserve held 
at the end of the year just prior to the year of claim will be $300 in company A 
and $280 in company B. We will then assume a death claim and a ¢ash- 
surrender value and see what the results would be. 


| Company A | Company B 


Death claim, $1,000: 
Year of claim: 


Paid to beneficiary ...............--......- wnaine enact do cepehadeassil $1, 000 $1, 000 

Reserve held end of prior year sccataicab bi eatelatad 300 280 
Net deduction, year of claim 700 720 
‘otal increase in reserves up to year of claim Eb ath cata niidebalend 300 280 

Total allowance for Federal income tax purposes for benefits and in- 
creases in reserve A é 1, 000 1, 000 
Cash surrender value, $280 

Year of surrender: | 

Paid to instrred bb Geead cae Liciecues e 281) 280 

Reserve held, end of prior year.--...--- ‘ F 300 280 
Net deduction, vear of claim / 20 0 
Total increase in reserves up to year of claim ; +- 445 300 280 


Total allowance for Fed ral income tax purposes for benefits and in- | 


creases in reserve 280 220 
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In the case of a $1,000 endowment policy which reaches maturity, the re- 
serves in each case must provide the full face amount of $1,000 at the date of 
maturity. 

In addition to the benefits and the increases in reserves there would, of 
course, be the other items affecting the net gain from insurance, such ag 
premiums, dividends and expenses. These items, on the basis of our assump- 
tion, were all identical. It will be seen from the above examples that the 
total allowance for benefits and increases in reserves is, in each case, and 
independent of the reserve base, the amount of the final benefit actually 
paid. The process of setting up reserves has served solely to fund the lia- 
bility year-by-year in advance. In the year in which the claim occurs ad- 
justment is made so that the total allowance becomes the amount of the 
¢laim. 

it follows then that the choice of reserve base does not affect the total 
allowance (benefit payments and increases in reserves) in any case where 


all the other factors are identical. There is no inherent distortion of re- | 
sults, therefore, arising from the varying reserve bases among companies, in | 


the use of the total income approach. 

It is true, of course, that a change in tax rates during the period of years 
a policy is in force would alter the aggregate tax over such years because 
the incidence of the allowance varied. This kind of situation is, however, 
universal in the impact of Federal income tax on corporations generally, 


When rates change, the aggregate tax to a corporation over a period of years § 


Neon 


wom 


will depend, in part, on the year-by-year allocation of dollars to investment | 
in the business on one hand or to payment of stock dividends on the other. A | 


somewhat similar situation would exist in the case of the total income ap 


proach applied to life insurance companies with respect to the payment of | 


dividends to policyholders. 


TAXATION OF LIFE INSURANCE COMPANIES IN OTHER ENGLISH SPEAKING 
CouUNTRIES 


I. CANADA 
Premium tazves 
Every Province imposes a 2 percent tax on premiums less dividends. 


Income tax 

Dominion income tax is imposed only on “amounts credited to shareholders’ 
accounts or otherwise appropriated for or on account of shareholders during 
the year minus the aggregate of— 

“(a) amounts charged in the year to the shareholders as their fair 
proportion of losses incurred upon investments or other losses of a similar 
character, 

“(b) amounts transferred in the year from the shareholders’ account 
to an insurance fund or an investment reserve fund, 

“(c) in a case where an amount equal to dividends or portions of divi- 
dends would be deductible under section 27, if that section were applica- 
ble, such proportion of the amount credited or appropriated as aforesaid 
as may reasonably be regarded as having been derived from those divi- 
dends or portions of dividends, and 

“(d) gifts made out of the shareholders’ account by the taxpayer in 


the year to organizations in Canada operated exclusively for charitable | 
purposes not exceeding in the aggregate for the year 5 percent of the’ 
amount so credited or appropriated minus the amounts described by para- 


graphs (a) and (b).” 

The gross tax, applicable only to Canadian stock life companies, is computed 
at the regular corporate rate. A proportional deduction therefrom is allowed 
in respect of income tax paid to any Province of Canada or to other countries 
This tax, which according to reliable sources is small, is to a degree a with 
holding at source tax because a Canadian resident shareholder receives a credit 
of 20 percent of any dividend in the computation of his income tax. 

Provincial income taves.—Ontario and Quebec are the only Provinces which 
have not rendered their income taxes to the Dominion. These Provinces impose 
an 11 percent and 9 percent tax, respectively, on amounts credited to sharehold- 
ers’ acounts patterned after the Dominion income tax. These are the taxes 
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as outlined above which are allowed proportionally as credits against the 
Dominion income tax levied on shareholders’ profits. 


General comments 


In respect to income taxation in Canada it was weli established at common 
law that the surplus arising from transactions between a mutual corporation 
and its members did not constitute income to the corporation (New York Life v. 
Styles and Stanley Mutual Fire Insurance Company vy. Minister). 

However, in 1945 a royal commission recommended that mutual companies 
other than life and marine be taxed on their investment income and operating 
gains Which were free from policyholders’ claims. In 1946 this recommendation 
was adopted. The House of Commons, Debates, volumes IV and V are interesting. 

When questioned as to why life insurance companies were not similarly made 
subject to income tax, the Minister of Finance answered that the principles 
governing life insvrance underwriting are completely different from those which 
govern the underwriting of property. That portion of the premium which goes 
into life insurance represents the savings of the people less certain amounts for 
the actuarial risks involved, whereas premiums for mutual fire insurance repre- 
sents the average cost of protection against certain risks. Thus, mutual fire 
companies are not accumulating savings or buying protection against death. 
“The principle which has been adopted in connection with life insurance com- 
panies is that the shareholders’ portion is taxed; the other is not. Again, in 
the case of life insurance companies there is a premiums tax.” 

The Government then proposed to and did reduce the premiums tax rate on 
mutual companies from 3 percent to 2 percent “in view of the fact that these 
mutuals will no longer be completely exempt from (income) tax.” This resulted 
in a uniform rate of 2 percent applying to all classes of insurers with 2 
exceptions: Lloyds and reciprocal insurers. “These two classes, it is believed, 
will not be subject to corporation income tax in Canada, and because of this 
fact the premium tax in their case will be 3 percent in place of the general 2 
percent.” 

Commerce Clearing House Canadian Tax Reporter at section 14-344 reports 
as follows: 

“The practice of the Income Tax Department since 1947 has been to impose 
a tax on both mutual and stock non-life insurance companies. This policy was 
followed in order to carry out the recommendations of the McDougall Commis- 
sion to tax mutual organizations carrying on the business of fire, casualty, and 
automobile insurance and thus to eliminate the alleged discrimination between 
them and joint steck insurance companies. However, it was held by the Supreme 
Court of Canada in Stanley Mutual Insurance Company v. M. N. R. (53 DTC 
1119), that a mutual insurance company was not carrying on business for profit 
and accordingly was not taxable on income from its insurance activities. The 
effect of section 68A is to nullify this decision. With respect to the periods to 
which section 68A applies see paragraph 14-346 below.” 

The deductions allowed in the computation of “Deemed profits” are outlined 
at section 14-515 as follows: 

“Section 74 provides for the deduction by insurance companies, other than life 
insurance companies, of certain amounts credited to policyholders. The amounts 
which are deductible under section 74 are as follows: 

“(1) any amount credited to a policyholder by way of dividend, 


““(2) any amount credited to a policyholder by way of refund of premiums, 
or 

“(3) any amount credited to a policyholder by way of refund of premium 

deposits. 

“These credits to policyholders are deductible if during the company’s taxation 
year or within 12 months thereafter: 

“(a) they are paid to the policyholders of the company, or 

“(b) applied against their premium liability to the company, or 

“(c) credited on the books of the company to the account of the policy- 
holder on or before the expiry of the policy. 

“The words ‘or within 12 months thereafter’ allow an insurance company to 
pay or credit to the policyholder the dividend, refund of premium or refund of 
premitm deposit within 1 year from the close of its fiscal period, and still claim 
it as a deduction from the income of the fiscal period in question. 

“Paragraph (c) is designed to enable mutual insurance companies (other than 
life) to deduct as credits to policyholders amounts not actually repaid to the 
policyholders but only credited to their accounts on terms which entitle them 
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to repayment on or before the expiry of the policy. If there is no crediting of 
surplus premiums to policyholders, there can be no deduction by the company, 
The test would appear to be whether the policyholders are entitled to recover 
on or before the expiry of the policy the amounts of surplus premiums credited 
to them each year. If they cannot sue to recover these amounts on or before the 
expiry of the policy the nutual company cannot deduct them, 

“The deductions provided for in section 74 are available to stock and mutual 
companies alike. The practice of the Income Tax Department since 1947 has 
been to impose a tax on beth of these types of companies (except in the case of 
life insurance companies, which are dealt with in section 30). This policy was 
followed in order to carry out the recommendations of the McDougall Commis- 
sion to tax mutual organizations carrying on the business of fire, casualty, and 
automobile insurance and thus eliminate the alleged discrimination between 
them and joint stock insurance companies. However, it was held by the Supreme 
Court of Canada in Stanley Mutual Insurance Company v. M. N. R. (538 DTC 
1119) that a mutual insurance company was not carrying on business for profit 
and accordingly was not taxable on income from its insurance activities. Sec- 
tion 68A was enacted in 1954, effective on January 1, 1954, with respect to pre- 
mium income of resident mutual insurance companies, to provide in effect that 
such companies are deemed to be carrying on an insurance business for profit 
and are subject to tax on premium income. 

“In addition to the deductions which a nonlife insurance corporation may 
claim under section 74, it may also claim a deduction under section 85B (5) 
in respect of such policy reserves as have been approved by the Superintendent 
of Insurance. See the comment on this provision at paragraph 15-229. CCH.” 

Finally, the entire legislative history of net premiums and income taxes by 
the Dominion and Provinces ciearly demonstrate their direct relationship. Fur- 
thermore, there has been a close correlation between the aggregate tax base 
levied by the Dominion and the Provinces. In other words, Canada years ago 
came to grips with and solved the dilemma now confronted life companies in 
the United States; i. e., can there be two uncoordinated tax systems? Canada’s 
answer has been a clear “No”: and it is to be hoped that sound statesman- 
ship in the United States will result in the same clear answer as being in the 
public interest. 

II. GREAT BRITAIN 


Unfortunately, time does not permit the assembling of current data on this 
subject but the Transactions of the Internal Congress of Actuaries held in 
1951, at page 26, outlines the base as follows: 

“Life assurance fund taxation 

“The broad principle of income tax on a life assurance fund is that it suffers 
income tax by deduction at source on its interest income at the standard rate 
of 9/0 in £ (45 percent) and is entitled to recover such part of that tax as 
represents a setoff of commission and expenses against interest income, and 
also a special relief equal to the difference between the standard rate of 9/0 
and the artificial rate of 7/6 d based on interest less expenses less profits. 

“Tt also suffers profits tax at 10 percent on such part of its profits not re- 
served for protection of policyholders but transferred to shareholders’ account 
(nil if a mutual office) plus a further 20 percent on so much thereof as is 
actaully paid to shareholders as dividend. This profits tax so paid then ranks 
as an expense for income-tax assessment. 

“To sum up, as a broad principle, a life assurance fund pays profits tax 
up to 30 percent on its profits and pays income tax at 37% percent on its 
interest income less expenses, but loses 1/6 d in the £ (7% percent) excess 
income tax on its profits. 

“The basis for income-tax liability set out above is the one which normally 
applies, but the tax authorities have the right to elect instead to charge income 
tax at the standard rate on the profits as ascertained for profits tax purposes. 
They only so elect in the comparatively rare cases where that results in higher 
tax liability, i. e.. where profits are greater than interest less expenses.” 

These statements appear to be confirmed by the report of-ithe Royal Com- 
mission on Taxation of Profits and Income as submitted to Parliament in June 
1955 which stated at paragraph 594 (2): 

“There is hardly any case in which life assurance business is assessed on 
the basis of ‘profits’ under schedule D; the normal charge is. on- the basis 
of investment income, less management expenses. Since this provides the sim- 
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pler method of assessment, which is certainly the one more acceptable to the 
Revenue, it would persist, even if a profit basis was rendered possible for mutual 
life assurance. Theoretically there would be a profit capable of being sub- 
jected to profits tax; but the special statutory provisions regarding sums re- 
served for policyholders would prevent any profits from life business coming 
into a profits tax comput ition.” 

Below is shown a summary made in 1948 of some actuarial papers on the 
subject : 

“You may be interested in the attached actuarial papers on Life Company 
Taxation by Great Britain. A few things stand out: 

“1. Conclusion that the life assurance fund is a collective investment 
of the policyholders and that the withholding tax on the collective funds 
is not thought to be greater than what could be collected direct from policy- 
holders, if such were practical. 

“2 Recognition that it was ‘absolutely impossible of application in prac- 
tice to try a hopelessly complicated method of determining how much tax 
had been suffered in respect of each policy.’ 

“3. General rejection of ‘excess interest basis’ (United States basis) 
as not being in accord with existing principles of taxation laws. Also 
adverse effect on industrial. 

“4. Discarding of idea of taxing investment income at less than standard 
rate and disregarding management expenses because of adverse effect on 
industrial. 

“5. Recognition that no profits prevail for mutual companies and only 
profit in stock companies is amount actually available to stockholders. 

“Note also that they sleep at the switch because when war rates went up 
they didn’t even have any proposal to avoid insolvency but left the whole matter 
to the Royal Commission which proposed the differential rate for life companies 
and modified relief for policyholders. 

“No premium tax is imposed.” 


Ill. SUMMARY 


The Canadian base would eliminate the present investment income tax base 
and probably cost the Federal Treasury even more money as the 20-percent credit 
for stockholders’ personal income tax and the relief from current tax on all retire- 
ment fund payments and deferment of ultimate tax until retirement or a final 
withholding tax at 15 percent at death, would undoubtedly far offset the small 
amount received from income tax levied on actual transfers from the assurance 
fund to shareholders’ accounts. State taxation is in excess of the uniform 
2-percent Provincial rate. 

The loss of revenue would be incalculable under the British base because of 
the “eapital loss allowances” given to the individual saver would far offset any 
nominal amount collected at the corporate level. Such capital loss allowances 
are logical because: An individual’s capital equipment of skill and experience 
grows throughout most of his working life. If he dies before retirement it is 
mortality which destroys his personal capital equipment. Retirement due to 
incapacity or age renders obsolete this equipment. 

Great Britain has for over 100 years recognized that there is a difference 
between savings in general and savings that is ascertainable relative to obtaining 
for the saver and his dependents a reasonable provision in the case of death, 
retirement, or emergency. Relief from tax of such savings (as reflected by the 
self-imposed private security to cover the possible destruction and to a degree 
the obsolescence of such personal capital equipment) has been granted since 1853 
by Great Britain. The Royal Commission on Taxation of Profts and Income 
as submitted to Parliament in June 1955 proposes that this allowance should 
be continued as a universal way to provide for destruction of such capital 
equipment. 

As to taxation philosophy in the United States, it appears important to com- 
ment on a recently developing philosophy that taxation of thrift serves as an 
incentive to save more to attain a desired level of financial security. The follow- 
ing quotation appears at page 368 of the recent book published by Prentice-Hall, 
The Federal Taxing Process, by Roy Blough, formerly Director of Tax Research 
for the United States Treasury and assistant to the Secretary of the Treasury: 

“Thus a person who wishes to protect his family through life insurance may 
choose to pay the higher premiums required when. insurance company :returns 
are reduced by higher taxes.” Nothing eould-more clearly reflect the point that 
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existing excessive taxes or any further taxation can be reflected only in an 
increase in the thrift deposit required to provide this form of self-respecting 
protection for dependents or old age. 

Private life insurance with its dynamic methods of merchandising has done a 
miraculous job of meeting the forces of attrition as outlined. However, there 
is always the chance that the thrifty “may not choose to pay the higher premiums 
required * * *” when the forces of taxation, including that imposed by inflation, 
are expanded inequitably. It may develop that he will use his money to exercise 
his claim on existing goods and services and not make a wager if he is certain 
to lose. The vortex of the inflation spiral in Japan wiped out 66 million polices 
of smaller size which had lost their insurance value entirely, in fact collection 
of premiums was discontinued as such costs were prohibitive. 

While it is said it can’t happen here, it does appear that the thrifty who do 
withhold their claim on existing goods and services and add to productive capital 
in the process of providing self-respecting protection for dependents or old age 
should receive a better break than being placed on a treadmill of taxation 
(direct and indirect by inflation). 

While, as mentioned above, there has been a substantial rehabilitation of 
this attrition insofar as replacement of the deflated Value of life insurance is 
concerned, it must be emphasized that substantial discrimination exists in 
connection with beneficiaries and older insureds, where such rehabilitation 
could be effected but little, if at all. 

As Dr. Walter Rohbeck, professor of insurance at Cologne University, after 
reviewing the impact of two inflationary spirals in Germany, puts it: “The old 
were penalized compared with the young; the pension policyholder suffered rela- 
tively to the ordinary policyholder. In short, the policyholders suffered in pro- 
portion to the amount of premiums he had already paid in and in proportion to 
values already established,’ and further, “it was a question whether life in- 
surance would reestablish itself and regain its former status in the German 
economy after going through the second devaluation within 24 years. It was, 
therefore, proper to provide an incentive for saving through insurance by allow- 
ing a deduction for life insurance premiums from income tax payments as a 
special expense (an annual total of 800 deutschemarks per male taxpayer, up 
to 400 deutschemarks for wife and every child, beyond this up to 37% percent 
as long as they don’t exceed 15 percent of a maximum of 20,000 deutschemarks).” 

Much of the present excessive taxes fall directly against the modest devalued 
benefits payable to beneficiaries and against the deflated values built up by 
older policyholders and annuitants who have not participated in the current 
apparent “gains” of inflation either through participation in the higher nominal 
wages or higher nominal values attaching to equities which have more or less 
kept pace with the recent inflation. 

In all equity it appears that the efforts spent in avoiding further excessive 
taxation ought to be directed toward providing some form of relief from the 
existing burden, at least, for such beneficiaries or owners of older policies or 
annuities. They contributed sound capital when it was most needed and have 
been rewarded by the attritions of direct taxation by the States.on their capital 
and by the Federal Government on the modest earnings of their capital which has 
suffered attrition from the forces of inflation. 


THE TRANSITION PERIOD PROVISION IN H. R. 13707 
A, BRIEF EXPLANATION OF TRANSITION PERIOD 


Section 813 of H. R. 13707 provides that during a transition period consisting 
of the 4 taxable years beginning after December 31, 1957, and before January 
1, 1962, the tax shall consist of a partial tax computed under the new law and a 
partial tax computed under the 1955 formula applicable to the tax year 1957. 
During the first taxable year under the new law, 20 percent of the tax would be 
paid under the new law and 80 percent would still be paid under the 1957 law. 
The proportion paid under the new law will increase 20 percent each year and 
the proportion paid under the 1957 law will decrease 20 percent each year, until 
the entire tax is based on the new law for taxable years beginning on and after 
January 1, 1962, 

B. REASONS FOR A TRANSITION PERIOD 


The reasons for providing a transition period include the following points: 
1. The long-range nature of the commitments of life insurance companies is 
unique. Premiums, dividends, reserves, and guaranteed benefits are based on 
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assumptions as to future mortality, interest, and expenses. These assumptions 
as to future experience are, perforce, derived from past experience. It is impos- 
sible to predict sudden, extraneous, fortuitous changes in experience, and in 
general it is necessary to assume that there will be no major changes of this kind. 
To avoid misunderstanding and confusion on the part of those who have pur- 
chased insurance on such an assumption, Congress should avoid any sudden 
change in either the aggregate level or the incidence of the Federal income tax. 
A sudden change can be avoided through the use of a transition period. 

Any change in the incidence of taxes will inevitably entail changes in manage- 
ment policy. These changes will take time to work out; a gradual change over 
a transition period will give the companies time to make these changes smoothly. 

2. A transition period of 3 to 5 years was recommended in Secretary Anderson’s 
letter of April 10, 1958. 

8. The proposed new method of taxation represents a major change from the 
method in use since 1921. As would be the case with any new tax bill embodying 
a major change in philosophy, the new law may contain some provisions which 
do not work out in practice exactly as anticipated. Because of the transition 
period, only one-fifth of the effect of any technical defects or unforeseen conse- 
quences would be felt the first year. There would be time to amend the law 
before the full effect of any such factors would be felt. 


©. GENERAL CONSIDERATIONS IN REGARD TO TRANSITION PERIOD 


1. The length of the transition period is a matter of judgment. The proposed 
period of 4 years (reaching the new basis completely for the fifth and subsequent 
years) would seem to be a reasonable middle ground. 

2. The importance of a transition period and the desirability of providing one 
will depend, of course, on how much the new tax, as finally enacted, differs on a 
company-by-company basis from the present (1957) tax. 


ToraL ReEcEerTs TAX AND DISCRIMINATION 


The present tax law includes a provision (sec. 818) for taxing, under certain 
circumstances, the net gain from operations after dividends to policyholders of 
companies less than 10 years old. If this is a reasonable basis of taxation 
when such base produces a lower tax than that based on investment income, it 
might be argued that it should be continued thereafter even though it would 
generate greater taxes than the investment income floor. Apparently such an 
argument dues not find favor with stock companies, and their present reactions 
would appear to indicate that it may be an improper basis even during the first 
10 years. 

The sponsors of H. R. 13707 also feel that valuation surplus or net gain 
from operations after dividends is not a valid subject of tax, and that neither 
Congress nor the Treasury should. so deem it and tax away 52 percent of the 
policyholders’ funds currently required as an essential safety margin. H. R. 
13707 therefore provides a tax-free allowance for the protection of policyholders. 
It is a more soundly conceived approach than that embodied in section 818. 

The allowances developed in H. R. 13707 for the nonparticipating business 
of mutual life insurance companies have so far not brought forth any objections 
from such companies. If any such objections develop or if any of the allow- 
ances are inadequate for stock life companies, then essential adjustments would 
undoubtedly be made in such factors in accordance with the valid require- 
ments developed by such companies. If such necessary adjustments are made, 
the comparative net cost position as between mutual and stock companies 
would change only to the extent that any increased tax on shareholders’ profits 
is passed along to policyholders. 

H. R. 13707 represents a willingness on the part of mutns’ ‘fe ‘resronce 
companies to make an accounting of their total receipts, including premiums. 
Under the bill, apart from appropriate margits of safety proVice. vy Ue waul- 
tional fund for the protection of policyholders, any withholding of receipts is 
subject to tax. 

Participating insurance embodies a loading in the premiums so that, based 
on actual experience, the policyholder has the option of electing either payment 
of a variable premium for the contractual amount of coverage or the payment 
of the contractual premium for an increasing amount of coverage. Any such 
abatement of premium and any cost of such increased amount of coverage are 
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proper deductions under this basis of taxation. Dividends to policyholders are 
merely premium refunds and are a means of providing insurance at cost, and 
therefore should be deductible in determining tax just as are price discounts 
of regular corporations. This applies equally to mutual and stock companies. 

It has been argued that mutual companies can avoid tax, and create an un- 
healthy competitive position for stock companies (and similarly even for mutual 
companies presently holding minimal contingency funds) simply by increasing 
dividends. To a certain extent this may be correct, but it is a doubtful develop- 
ment, particularly if a floor provision is included in any new tax law. 

This opportunity has always existed for strong and aggressive mutual com- 
panies, but the situation has never materialized to any appreciable extent in the 
past. (The biggest mutual companies are not necessarily the strongest com- 
panies, nor the companies with the best net cost position.) Under any tax law, 
these companies will still be under the compulsion of sound business judgment 
to establish and maintain adequate contingency funds, a substantial part of 
which will be built up out of taxed receipts as opposed to tax-free receipts in the 
past. Dividend generosity simply cannot go too far. 

An equivalent opportunity is open to strong stock companies. They can reduce 
premiums or pay dividends on both new and existing business. Some have a 
history of dividend payments. Again, such action is limited to the extent that 
contingency fund requirements, current and future, will permit. 

As a general rule, mutual companies have a lower long-range net cost than 
steck companies. But the latter in turn show up better over the immediate 
short range. The insuring public therefore has a choice—a guaranteed cost 
which is particularly attractive over the immediate short-range at issue, or a 
more attractive long-range cost without any guaranty other than the full 
participating premium. Generous dividending on the part of mutual companies 
under a total-receipts approach, with dividend scales as they are at present, 
would occur mostly in the later policy years, and on current sales would not 
materially change the comparative net-cost position for these later policy years 
since the differences there are already substantial. 

It may also be argued that mutual companies can defer tax by strengthening 
the basis for premiums and reserves on new business, particularly in the case 
of strong companies. This would have the probable result of decreasing early 
dividends and increasing later dividends, thereby increasing the differential in 
favor of stock companies in the early years, and vice versa in favor of mutual 
companies in the later policy years. Such a development is extremely unlikely 
and in any event would disturb only slightly the present competitive balance. 

A one-shot tax deferral (actually taken over a 10-year period under H. R. 
13707) is also possible by increasing reserves on existing business. While this 
opportunity may exist to a greater degree with mutual companies, it is avail- 
able to stock and mutual companies alike. The opportunity is one of financial 
strength not of kind of company. Such an increase, if substantial, would give 
rise to an awkward financial statement picture in the year of increase; and 
might also interfere unfortunately with the pattern of dividends of mutual 
companies. Again this is a doubtful development. 

The argument of discrimination ‘being advanced by stock companies would 
appear to be mere words. An examination of net costs by company across the 
Nation clearly shows wide variations at the present time. Yet all are doing 
business. 

If H. R. 13707 were applied to stock companies, there would be no further tax 
on any shareholders’ profits carried as surplus or contingency reserves as of 
December 31, 1957, and subsequently paid out. There would be a further non- 
taxable item of 5 percent of nonparticipating reserves as of December 31, 1957, 
to be allowed in level installments over a period of 25 years in order to provide 
for the return of capital invested in such existing business. As to the future, 
the tax on earnings and profits, after adequate margin of safety for policy- 
holders’ protection, might in some cases exceed present tax levied on investment 
income. . Im which event either: shareholders’ profits would be reduced or the 
net cost to policyholders would be increased, or both. It is not clear that a 
reduction in shareholder profits would drive stock companies out of business, 
nor that any increase in nonparticipating policyholder cost would be dispro- 
portionate to that in mutual companies. 

Whether the shareholders’ profit in a stock life insurance company is a valid 
subjeet of tax at high corporate rates is a matter for Congress to decide. 

Presently, the dividend paid by a stock life insurance company is not deemed 
to be a corporate. dividend to an individual ‘taxpayer; the dividend received 
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credit being denied. If Congress should decide to change the present status of 
such profits in any manner, the mutual companies, interested in H. R. 13707, 
clearly state that their position is: 

1. They have no desire to obtain any unfair competitive advantage in respect 
to policyholders’ cost. 

2. If corporate taxation, above the present level, of shareholders’ profits, which 
are a valid cost in proprietary life companies, will result in higher tax cost in 
computation of policyholders’ premiums in such companies, and not a valid 
charge against such profits, then it may appear that such additional taxation 
should not be imposed. The tax cost on life insurance savers is already ex- 
cessive aS compared with other thrift. As a matter of principle the companies 
interested in H. R. 13707 have clearly gone on record with the Treasury and 
Congress that the tax cost to policyholders at the local, State and Federal level 
is now three times the burden imposed by tax laws on other mass forms of 
thrift. 

The feeling still exists in some quarters that life insurance companies and in 
particular shareholders’ profits are inadequately taxed. The hope of the mutual 
companies is that the problem of shareholder profits can be dealt with as a 
separate matter between the interested parties and not result in an overall 
drive further to increase the policyholders’ tax cost in their efforts to provide 
premium deposits from their already taxed earnings in order to achieve a 
modest degree of self-imposed private security to cover possible destruction or 
obsolescence of their personal capital equipment. 

There are cogent reasons why the present high taxation on policyholders 
should be reduced and it is hoped the hearings on November 17 will take an 
objective view on this subject. The hearings should also consider the grave 
question as to whether there can coexist two separate, high bases of taxation 
on policyholders’ savings at the Federal and local level. Since the Federal 
Government reentered the field of life company taxation and imposed wartime 
taxation at about 21% percent on investment income during 1942 to 1946, there 
have been gradual increases until in 1957 the rate was 7.8 percent on investment 
income. At the State level, during the same period the rate of taxation has been 
increased in 15 States and many cities, with increases as high as from 1% to 
3.42 percent in Mississippi, from 2 to 4 percent on premiums in Oklahoma, and 
from one-tenth to one-fourth of 1 percent in New York City, ete. 

At least in one respect it would appear the mutual companies, stock companies, 
Treasury, and Congress should all agree and that is that there should not be two 
separate and uncoordinated excessive systems of taxing the policyholders’ efforts 
to do that which any government should encourage its citizens to do and that 
is to practice the old habit of thrift, especially through life insurance. If all 
parties can agree on this then the taxation of shareholders’ profits can be con- 
sidered in its true light without fear of further tax costs to policyholders, 
whether with stock or mutual companies. 

The only income which policyholders in the aggregate can ever realize from 
private life insurance is the excess of investment earnings over management ex- 
penses, including the charge for the proprietorship interest, if any. The funds 
life companies hold, except for the actual cash contributions of shareholders, 
is the total of premiums paid by policyholders increased by the excess of invest- 
ment earnings less management expenses, including proprietary charges, over the 
cash contractual payments made. The commission, salaries, and other manage- 
ment expenses including proprietory cost generate taxable income to the Federal 
Treasury. Policy proceeds are taxable if gain results except any increment paid 
in death claims, which are specifically exempted by Congress. Studies clearly 
indicate that Federal taxation at about one-third the present level would ade- 
quately compensate the Federal Treasury for an exclusion of death proceeds from 
taxation, provided, of course, the high level of State taxation is taken into con- 
sideration. 

CONCLUSION 


1. As clearly outlined the mutual companies interested in H. R. 13707 do not 
want to force any stock company out of business, or obtain any unfair com- 
petitive advantage, but they do note in many instances that earnings to stock- 
holders, either distributed or retained, greatly exceed the amount of Federal 
income tax paid. 

2. As clearly stated the bill, with subsequent needed amendments, represents 
the interested companies’ efforts to cooperate with the Treasury and Congress 
as regard the total receipts approach. 
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3. There are undoubtedly cogent reasons why further sound modifications 
thereto would be essential before the Treasury or Congress would inake it 
applicable to stock life companies even presuming it is acceptable, with essential 
modifications, to mutual companies. 

4. Possibly constructive action on the part of stock companies in respect to 
3 above instead of apparently unfounded charges of bad faith in respect of the 
conscientious efforts during the past 2 years of a hard-working group of com- 
panies to study without any arbitrary restrictions a highly complex problem that 
has plagued the industry since 1909 might make for a more harmonious atmos- 
phere. These studies have been made solely in the interest of life insurance 
policyholders and for the long-term general welfare of the institution of private 
life insurance. 


Important collateral advantage of total receipts approach 


A corporation may wish to furnish mass coverage to its employees or debtors; 
and, if the applicable rezulations are satisfied, it may deduct as an expense 
from its taxable income the premium charged it by its insurer for these benefits. 
The corporation will receive dividends, if the insurer is an independent mutual 
life insurance company, or its experience rating adjustments, if the insurer is an 
independent stock life insurance company, which act to adjust its premium cost 
to the actual cost of furnishing the protection. In either case, so long as the 
insurer is independent of the corporation, these premium adjustments serve to 
reduce a deductible expense, and in that sense are taxable to the corporate tax- 
payer when received at the regular 52 percent rate. If, on the other hand, the 
corporation organizes a captive stock life company to furnish these benefits, 
any excess of the premium charged over the actual cost of furnishing the bene 
fits is not taxable under present law so long as it remains in the captive stock 
life company, if the benefits furnished are of a nature such that no substantial 
amount of investment income is generated. Even at the point when the captive 
company pays over these profits to its parent company, the payment is taxed to 
the parent company as an intercorporate dividend at a 7.8 percent rate as the 
result of the 85 percent dividends received credit, as compared with the 52 per- 
cent rate applying to a premium adjustment under a contract with an independ- 
ent insurance company. The total receipts approach, by imposing a 52 percent 
tax on the recognized profits of the captive stock life company, would largely 
correct this competitive advantage against independent insurers’ (both mutual 
and stock) refunds to corporate policyholders. 

If this discrimination is not corrected, and this type of tax avoidance con- 
tinues to be recognized as legitimate, every corporation will be required in the 
interests of its stockholders to organize stock life subsidiaries for credit or em- 
ployee coverages other than pensions, etc., and, thus, either run independent life 
companies out of this business, or make their role one of assisting in such valid 
tax avoidance through reinsurance contracts. 

Independent stock life insurance companies have particular reason to be con- 
cerned with the present tax incentive to form captive stock life companies, since 
there have been recent indications that captive stock life companies, initially 
organized for the tax reasons discussed above to furnish mass coverages to their 
parent corporation, attempt to branch out into the individual policy field, thus 
becoming competitors in this field as well as in the mass coverage field. 


DepucTinG CaAprraL Losses IN Excess or CAPITAL GAINS FROM OPERATING 
INCOME 


H. R. 13707 provides in section 811 (e) (2): “If the losses of the taxable 
year from the sales and exchanges of capital assets exceed the gains of the 
taxable year from such sales or exchanges, no such sale or exchange shall be 
considered a sale or exchange of a capital asset.” Consequently, such capital 
losses would be deductible from ordinary income. 

Precedent for this treatment is found in section 582 of the Internal Revenue 
Code, dealing with losses of banks. Section 582 does not cover all capital 
assets—it applies, even as expanded in 1958, only to “bonds, debentures, notes, 
or certificates, or other evidences of indebtedness, issued by any corporation 
(including one issued by a Government or political subdivision thereof).” The 
provision appeared first in the Revenue Act of 1942 and was effective as to 
taxable years beginning after December 31, 1941. The only attempt at an 
explanation in the 1942 committee reports appears in the report of the House 
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committee at page 399: “Special treatment is recommended for banks and 
insurance companies, since bonds are a necessary type of investment for them.” 
When the bill reached the Senate, the tax provisions applicable to insurance 
companies were revised and, as a result, this particular treatment was confined 
to banks. 

The reasoning behind this treatment of a bank’s capital losses appears based 
on the fact that these bonds, etc., are a large portion of the bank’s assets 
and its income to a great extent depends on its investment experience with 
these assets. Restriction of losses under the general rules applicable to capital 
losses might entirely distort the bank’s taxable income. Furthermore, invest- 
ment policy of such institutions requires purchase of only prime, fully valued 
assets. Over a long period this portfolio would tend to show a net capital 
loss which must be considered as a negative factor in income. 

This rationale allowing a deduction of the bank’s capital losses would apply 
with at least equal force to a life insurance company. In a total-receipts 
approach, the deduction is even more essential than it is for a bank, since 
the insurance company is contractually bound to credit large amounts of income 
to the accounts of its policyholders. 

The rationale has its strongest application to investments in fixed interest- 
bearing obligations purchased at full values. That may be the reason for its 
limitation in section 582. The rationale, however, would seem to support ap- 
plication of the principle in the case of individual mortgage loans as well as 
corporate obligations. The argument for extending the rationale to other 
types of life insurance investments is the contractual obligation of life insur- 
ance companies to meet their policy terms. This could be seriously impaired if 
large losses from assets of any type were experienced. Banks do not have 
this contractual obligation and, therefore, have less need for the principle 
in relation to equity investments. 

In the material prepared by the staff of the subcommittee on the taxation of 
life insurance companies in November 1954, there is a statement (1954 hear- 
ings, p. 50): 

“Under the total income approach some argue that capital gains and losses 
should be included in the ordinary income accounts of a life insurance com- 
pany if there is a loss carryback provision. In recent years the most serious 
losses of life insurance companies were in connection with defaults on high- 
grade securities in the early 1930’s. The logic of the long loss carryback pro- 
posal would suggest that prior taxpayments should be available to offset losses 
of this type as well as underwriting losses. It might be proper with this 
approach to report both capital gains as ordinary income and capital losses 
as ordinary losses. It is suggested, however, that since banks are permitted 
to take ordinary loss deductions for their capital losses and report their capital 
gains at the capital-gains tax rate this same treatment should be applied to 
life insurance companies under a total income approach.” 





VALUATION OF SECURITIES FOR COMPUTATION OF CAPITAL GAINS 


In the calculation of capital gains, market value as of January 1, 1958, should 
be used as the base, if it is above cost, because pursuant to H. R. 13707 the 
capital gains tax will then become effective for the first time. The investment 
policy of the life insurance industry has been founded in the belief, which is 
substantiated by the experience of many years, that in an investment opera- 
tion restricted to fixed interest bearing obligations to the extent that the life in- 
surance industry has been restricted by State laws, there will normally be 
an excess of capital losses over capital gains. This concept has been accepted 
by the Federal Government up to the present time. 

The existence of this policy and belief in the soundness of the foundation 
for it has led to investment in many instances in securities in which capital 
gain was anticipated rather than a larger interest yield. It would therefore 
be unfair to impose, retroactively, a tax on the capital gains which had 
accrued up to the time of as complete a change in the basis of taxation of life 
insurance companies as will be brought about if H. R. 18707 is enacted. 

In 1942 the House Ways and Means Committee wrote a bill applicable to 
life insurance companies. It provided that the tax on capital gains and losses 
would apply only to securities acquired after the date the bill became effective. 
The committee’s report gave no stated reason but the actual reason could only 








144 TAXATION OF THE INCOME OF LIFE INSURANCE COMPANIES 


have been that, prior to that time, investment policy of life insurance companies 
had assumed that capital gains would not be subject to taxation and it was 
therefore unfair to endeavor to make them taxable, in effect, retroactively. 
The Senate Finance Committee eliminated any tax on capital gains of life 
insurance companies saying: 

“Since the revenue from this source would be very small, and the House pro- 
vision would require life insurance companies to separate their assets according 
to the date of purchase, your committee believes it advisable to return to the 
existing law and ignore capital gains or losses in the taxation of life insurance 
companies.” 

The House version of this bill furnishes a precedent for what Congress re- 
gards as fair and appropriate if the capital gains tax is to be made applicable 
for the first time to the life insurance industry. (See Seidman, Legislative His- 
tory of Federal Income and Excess Profits Tax Laws 1935-39, vol. 1, p. 1802.) 

In the present situation, the Treasury itself has suggested a 5-year transition 
period. If capital gains are calculated from cost, and securities had a market 
value substantially above cost on January 1, 1958, the companies will probably 
be induced to sell the securities in which the market was above cost during the 
first year or two of the transition period, thereby minimizing the tax in that 
period. This would result in needless sales and reinvestment. The same rea- 
soning would probably induce companies to sell low-yielding bonds, which might 
include substantial amounts of United States Government bonds, at a cost to off- 
set capital gains. This would be undesirable from every standpoint. 


Tue MINIMUM TAX PROVISION IN H. R. 13707 
A. BRIEF EXPLANATION OF MINIMUM TAX 


Sections 815 and 816 of H. R. 13707 provide for an alternative or minimum 
tax to be paid by each mutual life insurance company. The minimum is gen- 
erally fashioned after the provisions of H. R. 7201 as passed by the House of 
Representatives in 1955. Under the minimum basis of tax, regardless of the 
main provisions of the bill, a@ company must pay on its life insurance business 
(as contrasted with pension and profit-sharing plans, annuities, deposits, and 
health and accident insurance) at least as much tax as under the laws in effect 
during the last 8 years, 1955-57. (The net tax on net capital gains or losses 
would be added to or subtracted from this minimum. )’ 

The main bill (secs. 809 to 813) uses the total receipts approach for determin- 
ing taxable income, while the minimum tax provision uses net investment income. 


B. REASONS FOR A MINIMUM TAX 


The reasons for providing for a minimum tax include the following points: 

1. In applying the total receipts approach to a mutual life insurance company, 
there may Well be cases in which, by reason of the very nature of a mutual com- 
pany operation, the tax on the total receipts basis would be quite small con- 
sidering the size of the company and its investment income. A minimum tax 
provision by preventing such situations will make it certain that the Treasury 
receives a substantial revenue from each company and in the aggregate. 

2. The life insurance business for decades has been on what was in effect an 
excise type of taxation. As a result, company policies have been different from 
what they would have been under a total income type of taxation. To avoid the 
sudden development of undesirable and artificial discriminations as between 
companies, a minimum tax provision of the type suggested would seem desirable. 


Cc. REASONS FOR USING NET INVESTMENT INCOME AS A BASE FOR A MINIMUM TAX 


In the proposed minimum provision, the tax base is fundamentally a stated 
percentage of net investment income after certain adjustments. Therefore, it 
would be well to consider the reasons for using net investment income as the 
starting place in the calculation of the minimum tax: 

1. A fixed percentage of net investment income provides a stable tax base, not 
varying widely from year to year. It is not subject to the violent fluctuations 
which have occurred under tax laws based on the “excess interest” theory. 


1 This is in agreement with the suggested revisions in H. R. 13707. 
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2. Such a base tends to be equitable as between companies, eliminating the 
arbitrary effect of different valuation rates. The use of free investment income 
on a company-by-company basis tends to penalize those companies which have 
adopted a conservative policy and those which have strengthened their reserves, 
thus reducing their average interest rate. (As discussed later, recognition 
is given to the ability to pay taxes by allowing the special interest deduction, 
now allowed by sec. 805 of the 1957 law, in computing the maximum tax of a 
company with a high average required interest rate. ) 

8. The use of a fixed percentage of net investment income as a tax base recog- 
nizes the principle that true income of a mutual life insurance company can 
come only from its investments. Premiums paid in by policy owners should 
not be considered income to mutual companies for tax purposes, any more than 
funds deposited in mutual savings banks should be considered taxable income 
to the banks. 

4. It has been the position of the proponents of H. R. 13707 that an invest- 
ment income formula along the lines of this premium provision would be satis- 
factory so long as it provided a level of tax on a mutual company which would 
approximate the tax which its policyowners, in the aggregate, would be called 
upon to pay if the company’s net investment income were distributed to the 
policy owners currently. In other words, so long as the level of the tax takes 
into account the nature of a mutual company and adequately reflects the fact 
that the tax burden placed on the company should be viewed as one placed on 
an aggregate of individual policy owners, it is neither inconsistent nor undesirable 
to impose as a minimum a tax constructed on the investment income approach 
which does these things. 

5. This type of tax base has been proved by actual use to be practical for 
mutual companies, a fixed percentage of net investment income having been used 
as a tax base for the years 1951 through 1957. It has been accepted as reason- 
able by Congress and by the life insurance industry. 

Representative Thomas B. Curtis recently expressed the opinion in the Wash- 
ington Insurance Newsletter (September 15, 1958, p. 4) “that tax laws should 
be as neutral as possible in their effects on economic factors and business meth- 
ods.” He went on to call attention to the fact that “the taxing power * * * is 
probably the most powerful and efficacious tool at the disposal of any government. 
Furthermore, the higher the tax rates of the overall tax structure, the more power- 
ful is the taxing power to bring about economic results. Today, with a 52-percent 
corporate rate and other high rates, the economic effects of the taxing power is 
tremendous.” Representative Curtis also stated that he “had thought that the 
Milis-Curtis formula which was proposed in 1954 as permanent legislation for 
taxing life insurance companies after considerable study and thought would 
have produced the certainty that was needed for life insurance companies tax- 
wise. Furthermore, it met the test of neutrality.” Certainly meeting the tests 
of neutrality and certainty are good recommendations for a minimum tax base. 


D. REASONS FOR OTHER PROVISIONS AFFECTING THE MINIMUM TAX 


The reasons for the other important provisions affecting the minimum tax will 
be taken up next. 

1. Use of 85-percent deduction (87% percent of first $1 million).—Section 816 
(a) (2) provides a deduction of 85 percent of the investment income (excluding 
the investment income allocable to pension and profit-sharing plans, etc.). The 
purpose of this deduction is to give consideration to the fundamental nature of 
mutual life insurance. An income tax on mutual life companies bears directly 
and immediately on the policyowners, many of whom do not earn enough to pay 
an income tax. The tax on the companies should not be more than the tax would 
be on the “individual policyowners.” The application of this “individual policy- 
owner” or “conduit” approach to a tax basis would produce an even larger per- 
centage deduction than the figure of 85 percent contained in the minimum pro- 
vision of H. R. 13707. <A figure as low as 85 percent was used only because of 
the willingness of the mutual life companies to maintain a reasonable level of 
tax income to the Treasury. 

Moreover, this same percentage was recommended by the Ways and Means 
Committee in 1955 and has been used in the tax bills in effect for 1955 through 
1957. The other factors listed below should also be considered in fixing the 
percentage deduction to be allowed. These factors indicate that an even larger 
percentage deduction could be justified. 








146 TAXATION OF THE INCOME OF LIFE INSURANCE COMPANIES 


(a) The need for a credit which is large enough to permit the building of 
surplus to cover unforeseen contingencies and mounting expenses due to 
inflationary forces. 

(b) The importance of avoiding a tax which discriminates against life 
insurance policyowners when compared with other institutional savers and 
which discourages thrift. 

(c) The heavy burden of States taxes on life insurance premiums. 

(d) Even if the income tax is viewed as purely a tax on investment 
income, the expenses of acquiring the money to invest would be proper deduc- 
tions just as the expenses of investing the money are deductions. 


2. Elimination of discrimination in certain areas.—Section 816 (a) (1) pro-' 


vides for the deduction from taxable income of the portion of net investment 
income, as well as of net capital gain, which is allocable to pension and profit- 
sharing-plan reserves and to reserves for annuities, supplementary contracts, and 
dividends left to accumulate. The purpose of this deduction is to eliminate the 
now existing discrimination between insured and uninsured pension and profit- 
sharing plans and also to eliminate discrimination and double taxation with 
respect to annuities, supplementary contracts, and dividends left to accumulate. 

The reasons for eliminating the existing tax discriminations against insured 
pension and profit-sharing plans are the same as those covered in the discussion 
of the main bill (secs. 809 through 813). Such elimination is in accordance with 
the expressed desires of the Treasury Department and the House of Repre- 
sentatives. 

As all payments to policyowners and beneficiaries under annuities, supple- 
mentary contracts and dividends left to accumulate are deductible (sec. 811 (b)) 
from gross income in computing taxable income under the main bill, it was 
unnecessary to provide any special treatment in the main bill for such contracts. 
But if the net investment income allocable to reserves for annuities, supple- 
mentary contracts and dividends left to accumulate were taxable under: the 
minimum provision, there would be double taxation and discrimination. The 
interest portions of payments under such contracts are included directly in the 
payees’ taxable incomes, subject to the laws and regulations defining such taxable 
portions. To tax also the investment income of the insurance company, out of 
which these interest portions arise, is double taxation. Such double taxation 
would represent discrimination against those whose savings are in insurance 
companies as compared with those whose savings are in banks, mutual savings 
fund societies, regulated investment companies or other types of savings institu- 
tions where such double taxation does not exist. 

3. Special interest deduction.—As mentioned earlier, the special interest de- 
duction now allowed by section 805 of the 1957 law to companies which do not 
earn more than 105 percent of the interest required to maintain their reserves is 
continued (sec. 815 (b) (3)) in computing the minimum tax. This deduction 
insures a relation between the minimum tax and the ability of an individual 
company to pay. The loss of revenue to the Treasury on account of this deduc- 
tion is relatively small, yet the deduction provides significant tax relief in the 
case of those companies which have a high average required interest rate. 

4. Capital gains and losses.—Net capital gains (excluding the portions allocable 
to pension plans, annuities, etc.) are included in the computation of the minimum 
tax. This was recommended in Secretary Anderson’s letter regardless of 
“whatever formula is applied to the ordinary income of life insurance com- 
panies.” The net capital gains or losses (excluding the portions allocable to 
pension plans, annuities, etc.) are, in effect, treated just as net investment income 
in the computation of the alternative tax. Although net capital gains are taxable 
at lower rates than ordinary income in the case of individuals and of other 
types of corporations, under the alternative tax net capital gains would be taxed 
at the same rates as the other income of life insurance companies. Following 
this principle, any net capital losses are deducted from net investment income 
in calculating the alternative tax. 

5. Treatment of tax-erempt interest.—Section 815 (b) by a reference to the 
present section 803 excludes from taxable income the interest received on certain 
tax-exempt governmental obligations as detailed in section 103. It is the opinion 
of the framers of this bill that such an exclusion is necessary for constitutional 
reasons, which are covered in the discussion of the main bill. 

6. Treatment of dividends received.—Under the minimum tax provision there 
is no special credit for dividends received ; dividends received are subject to the 
same percentage deductions (sec. 816 (a)) as income from interest and rents. 
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This treatment of dividends received is the same as that in H. R. 7201 as passed 
by the House of Representatives in 1955, and in the actual laws applicable to the 
tax years 1955 to 1957. However, this treatment differs from that of dividends 
received in section 811 (b) (5) of the main bill. The reason for this difference 
is the fact that the fundamental philosophy underlying the main bill is quite 
different from that underlying the minimum provision. The main bill parallels 
the income-tax treatment of general corporations; therefore it is logical to accord 
to dividends received by life insurance companies, to the extent that such 
dividends represent earnings on the excess of their assets over their qualified 
reserves, the same special treatment that dividends received are accorded in the 
income-tax returns of other types of corporations. However, the minimum pro- 
vision has no parallel in the general tax structure. Moreover, section 816 (a) (2) 
provides, in effect, for a substantial percentage credit on all net investment 
income, including dividends received. Although a strong case can be made for 
giving a special dividends received credit even under the minimum provision 
in order to avoid double taxation, the proponents of this bill have not requested 
such a credit. 

7. Alternative tag on health and accident insurance dropped.—The alternative 
tax on health and accident insurance of 1 percent of the gross income thereon 
(defined as investment income plus premiums less dividends to policyholders) 
has been left out of the proposed minimum tax even though it was contained 
in H. R. 7201 and in the 1957 law. The purpose of this alternative tax on health 
and accident insurance was to tax this business of mutual life insurance com- 
panies in precisely the same manner as mutual casualty companies. Mutual 
casualty companies in general have relatively large surpluses, whereas the sur- 
plus held for health and accident insurance in most life companies is either 
small or nonexistent. As a result, the general effect is that mutual casualty 
companies are taxed at 52 percent of net investment income and life companies 
are taxed at 1 percent of gross income. The :purpose of maintaining equitable 
taxation has thus, in fact, not been achieved. To achieve this, the alternative 
tax should be eliminated. Moreover, this tax is unjustifiable because it repre- 
sents in part a tax on capital deposits and not on the true income of a mutual 
life insurance company. 

The big competitors of the life companies, namely Blue Cross and Blue Shield 
and employers’ private plans, pay no tax for providing hospital or surgical bene- 
fits either on the base of “imputed investment income” or on the basis of claims 
paid plus related expenses (comparable to life company net premium base). 
This creates the same sort of discrimination in this field as obtains in the 
pension trust field and is detrimental to the public welfare. 

The seriousness of the impact of taxes on our competitive position is more 
apparent when we realize that on the largest cases the tax charge (for Federal 
and State taxes) often amounts to as much as 50 percent of the total retention 
by the insurance carrier for its commission payments, operating costs, taxes, 
and contingency charges. The incentive of the larger groups to turn to Blue 
Shield and Blue Cross (for hospital and surgical coverages) or self-insurance 
is very obvious. It is only by constantly developing and aggressively selling 
broader and more flexibie benefit plans with improved administrative handling 
techniques that the life insurance industry has been able to maintain, in recent 
years, its continued expansion in the group health and accident field. Whether 
this ean successfully offset the impact of the increased Federal income tax, the 
effect of which is just beginning to be felt, remains to be seen. 

It should be realized, however, that except in the area where coverage is 
offered by Blue Cross and Blue Shield, a small group has little choice but to 
insure, since it cannot readily absorb the relatively large claim fluctuations 
that occur in groups of such size. Thus, the continuation of the present tax 
laws results in the inequitable situation where, for many types of benefits, all 
smaller groups are subject to taxes which can be avoided by the larger groups. 

To avoid discrimination against the insurance industry and against the smaller 
groups, and consistent with the sound public policy of encouraging provision 
for health and accident benefits through private enterprise, the elimination of 
all tax barriers which increase the cost of these benefits to the policyholder 
appears to be a desirable goal. The reduction of the Federal tax burden is a 
logical first step in this direction.’ This proposal is in accord with the general 
principle of expanding as widely as practicable the protection now available 
against the cost of medical care. 

On group cases where the employer contributes to the cost, a substantial 
portion of the revenue loss by the Government if taxes on the insurers were 
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reduced or eliminated, would be picked up in the taxes paid by group policy- 
holders. In the normal corporate employer situation, a lower tax would result 
in a lower cost to the policyholder, thereby increasing the corporation’s taxable 
income. 

As mentioned above, the purpose of the alternative 1 percent premium tax 
was to avoid discriminating against the mutual casualty companies who are 
subject to a 1 percent premium tax on all their business. Certainly this is a 
case of the tail wagging the dog. To avoid putting a segment of the insurance 
industry doing less than 10 percent of the total health and accident business 
written by insurance companies at an “unfair” competitive disadvantage, a 
segment responsible for most of such business is burdened with an unfair han- 
dicap as compared to their principal competitors, the Blue Cross and Blue Shield 
and self-insurance. Blue Cross and Blue Shield group premium volume (which 
is for hospital and surgical costs only) is currently about 70 percent of that 
received by the entire insurance industry for all group coverages. 

This discrimination against the life insurance companies outweighs the claim 
of discrimination against the mutual casualty companies. Any discriminaton 
against mutual casualty companies could best be gliminated directly rather than 
by substituting a greater inequity. 

The position recently taken by the trustees of the National Maritime Union 
fund to the effect that they would not be properly exercising the responsibility 
vested in them if they ignored the possibility of saving taxes by providing benefits 
directly rather than through insurance points up the seriousness of the dis- 
crimination involved. 

A high Federal tax is not justified on individual health and accident insur- 
ance. The management expenses normally exceed the investment income; the 
capital contributions have already been taxed from 2 percent to 4 percent 
for the privilege of contributing from taxed income into a common pool to meet 
the impact of various forms of morbidity. The present Federal tax when added 
to the State taxes represents a very heavy burden on the individual who wants 
to provide, from his taxed income, protection for himself and family in the health 
field. 


E. GENERAL CONSIDERATIONS IN REGARD TO THE MINIMUM TAX 


1. Level of minimum tag represents a practical compromise.—The minimum 
tax base and the resulting level of the minimum tax, as set forth in sections 
815 and 816 of H. R. 13707, do not represent the level which mutual life 
insurance companies feel is proper but instead represent a practical com- 
promise between our views and the views of the Treasury Department. In 
the booklet, Federal Income Taxation of Life Insurance Companies, prepared 
in 1957 by the joint tax committee of the American Life Convention, Life In- 
surance Association of America and Life Insurers Conference, the hope was 
expressed that as soon as practicable Congress will increase the &5 percent 
credit provided in the Mills law for reserves and policy obligations. The same 
line of reasoning set forth in that booklet would also justify an increase in 
the 85 percent credit in the minimum provision of H. R. 13707. Such action 
would further assure a continuation of the financial soundness of the life 
companies and would be more in line with the tax treatment of other savings 
institutions. The resulting reduction in the tax burden on policyowners would 
be consisent with sound economic policy aimed at encouraging people to save, 
thus increasing the flow of capital so urgently needed to support our expanding 
economy. 

2. Revenue produced by minimum tax expected to grow.—The revenues pro- 
duced by the minimum tax provisions in sections 815 and 816 may be expected 
to increase regularly and automatically as the assets of the life insurance com- 
panies and the resulting investment income grow. The growth of our popula- 
tion and our expanding economy should insure that the life insurance business 
will grow, provided a favorable climate for this business is permitted to 
exist. 

3. Minimum tax may not be necessary indefinitely.—It is possible that a 
minimum tax provision may not be necessary indefinitely but not only for a pe- 
riod of years. As the reasons for a minimum tax are essentially expedient and 
not theoretical or logical, the minimum tax should be dropped if it becomes 
unnecessary. Actual experience with the new law may show that tax reve- 
nues from mutual life insurance companies are substantial on a total re- 
ceipts basis even without a minimum provision. In this case the minimum tax 
provision would become unnecessary after a period of years during which 
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companies could make the adjustments in policy required by a change from 
an “excise” type of taxation to a “total receipts” type. 
+ 





THE ADDITIONAL FUND FOR THE PROTECTION OF POLICYHOLDERS 


When the Secretary of the Treasury’s letter of April 10 to the chairmen of 
the Senate Finance Committee and the House Ways and Means Committee was 
published, representatives of our group met with the Secretary and Undersecre- 
tary Scribner on May 26. They stated that our group would endeavor to prepare 
a workable tax bill following the first recommendation in the Secretary’s letter 
for a total receipts approach. They emphasized their belief that reasonable 
surplus needs must be protected and that, in the bill, we would endeavor to 
work out a modification along those lines. 

Provision is made in H. R. 13707 for the support of reasonable surplus needs 
in section 812, the “additional fund for the protection of policyholders.” 


THE NEED FOR THE ADDITIONAL FUND 
In general 

There is a public interest in maintaining the solvency of life insurance com- 
panies. Great numbers of persons, literally millions of them, pay in their savings, 
in the form of premiums, over very long periods of time in order to provide 
protection for their families. Under the total receipts approach, the tax, at a 
heavy rate, falls at the exact point where conservatism is vital to the carrying 
out of the public interest in the companies’ safety. It is essential, therefore, 
that any tax bill adopting this approach should assure the provision of funds 
adequate for the safety of the companies. 

As the technical committee of our group set about preparing a bill, it was 
decided that the protection of surplus should be keyed to the various types of 
risks for which surplus is required. This protection is particularly important, 
since the business is in a stage when it is assuming new types of risks, such as 
more group life and term risks and accident and health risks. These include 
fields where risks are more concentrated and, in some areas, where experience 
is less reliable than in older and more traditional fields. Broader and broader 
coverages are being afforded, partly in connection with hospitalization, medical 
and surgical expense features, which are importantly affected by rising costs; 
major medical, similarly affected; and more lifetime coverage and coverage for 
the aged. Increased volume of investable funds has also necessitated new and 
wider investment fields. 

Life insurance is a business of long-term contracts. It may be many years 
before the ultimate financial result of any policy, or even group of policies, can 
be truly determined, and the “gain from operations” in the annual statement 
is no accurate measure. It has, therefore, been generally recognized that the 
surplus of life insurance companies is of a different character from the surplus 
of other businesses. This is shown by State laws requiring minimum surplus 
and requiring that before dividends may be declared by a mutual company, the 
company must first make a determination of the surplus which it deems it 
prudent to hold. The minimum surplus laws apply both to the incorporation 
of new companies and also to the admission of foreign companies to do business 
within a State. Such laws often require that there be a specified dollar amount 
of surplus, in the case of a mutual company, or, in the case of a stock company 
surplus at least equal to a specified percentage, e. g., 50 percent, of paid-up capital. 

In addition, the commissioners of the various States have very general author- 
ity over admissions and must be satisfied that the conduct of the business of 
the company will not be “hazardous” or “prejudicial to the best interests of the 
people of this State.” In practice, this is interpreted as requiring the company 
to have surplus which is often very considerably above the statutory minimum. 
These laws similarly prohibit any undue accumulation of surplus, although 
recognition is now being given by the National Association of Insurance Com- 
missioners to the need for a special reserve, in addition to surplus as limited 
in State laws, to provide for forseeable asset losses. This so-called Mandatory 
Securities Valuation Reserve, established in 1951, is in process of being built up 
under insurance department regulations. It is to be noted particularly, in this 
last connection, that under H.-R. 13707, this special asset reserve is dealt with as 
though it were a part of surplus and not as a liability, as it is on the annual 
Statement. 
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In developing further the difference between the surplus of a life insurance 
company and the surplus of other business, the nature of life insurance liabilities 
and the provision made for meeting them must be considered. 

The liabilities of a life insurance company represent the total present Values 
of future claims and expenses less the total present values of future premiums, 
All of these amounts to be paid or received in the future must be discounted at 
interest. The net amount of the reserve depends upon the amounts to be paid 
in the future, the times at which they are expected to be paid, and the rate or 
rates of interest used in discounting. The times at which claims are to be paid 
and, to some extent, the amounts themselves, depend upon estimates of mortality 
rates. 

The net amount of the reserve resulting from this combination of assumptions 
is hound to vary considerably if the assumptions are changed, and changes in 
economic cond'tions can change substantially the assumptions which seem to be 
reasonable. This is particularly true of interest rates. 

In many foreign countries, for example, in Britain, the above valuation system 
using vross premiums is used, a valuation being made every 3 to 5 years by the 
company actuary. The British actuary is required by law to certify that suf- 
ficient funds have been built up to fulfill future obligations, and he is required to 
state clearly in his cert fivate his standard of valuation. 

In the United States, the actual calculation of the statutory reserve of a life 
insurance company is not made at all as described above and as done in Britain. 
We in the United States are required to follow what is called the net premium 
valuation system. Under this system a mortality table and interest rate are 
selected subject to statutory limitations, and the net premiums resulting from 
mortality and interest assumptions are used. No specific account is taken of 
future expenses, the assumption being that these will be equal to the difference 
between the net premiums and the gross premiums actually charged. A com- 
pany must set up as a liability in its statement the amount of its reserves so 
calculated. This rigid net premium valuation system originated in Massa- 
chusetts under Commissioner Wright about 100 years ago and has been adopted 
generally in the United States largely, we think, because it permits of specific 
and rigid definition at law. 

™ foreign countries there is no counterpart of the use of the rigid net 
premium valuation system. In Canada, although a net premium valuation 
system is used, considerably more flexibility is permitted the actuary in the 
choice of his standard and in the change of the standard from year to year. 
As in Britain, the Canadian actuary is required to certify that his valuation is 
ao nete to fn'*ll future obligations. 

In this country, the actuary is required to certify only that reserves are 
accurately calculated in accordance with the reserve standard which was pre- 
determined at issue or in accordance with such other stronger reserve standard 
as may have been subsequently adopted. In any case, the standard must con- 
form to the strict State laws and once fixed the standard remains unchanged 
unless a stronger reserve standard is agreed upon within the law. The actuary 
in the United States is not required to certify that the valuation is adequate to 
fulfill future obligations. 

From the nature of the valuation laws in this country, as well as the laws 
and regulations which require companies to write down the value of assets 
whose values are deemed by the regulatory authorities to be impaired, companies 
must be concerned with a contingency reserve as well as the rigid net premium 
reserve required by law and peculiar to this country. Bach company in its 
discretion carries those contingency reserves which its management considers 
appropriate as the natural and necessary complement to the rigid statutory 
reserves. 

Stated in other words, the real protection to our policyholders is measured by 
the funds of each company which cover both the rigid net premium reserves and 
reasonable and appropriate contingency reserves. 

Although the more direct and probably more practical way to establish appro- 
priete contingency reserve is to provide for their accumulation from earnings 
before taxes, a comparable result perhaps could be obtained by recasting reserves, 
for tax purpose only, on a net premium valuation standard sufficiently conserva- 


tive to embrace both the statutory net premium reserve and the corresponding 
contingency reserve. Such a recasting of reserves would accomplish a result | 


similar to that reached in Britain by the gross premium valuation method. 
It is only by one or the other of such means that, in a total net income approach 
to the taxation of life insurance companies, proper recognition could be accorded 
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to the fact that, as we have stated, funds equaling the reserves alone, as they 
are required to be computed in this country, do not assure certainty of main- 
taining solvency at all times. 

To summarize, a mutual life insurance company must maintain reasonable 
contingency reserves; otherwise, with even minor changes in experience, it 
would be passing back and forth from solvency to insolvency and vice versa. 
In addition, such a company is subject to asset, mortality, and morbidity losses 
resulting from out-of-the-ordinary causes, such as epidemics, wars, and others 
of a catastrophic nature. Provision for such losses is not made in the actuarially 
calculated reserves of a life insurance company but only in its surplus, or con- 
tingency reserve. Since such a contingency reserve is required for operation, 
provision should be made for the creation and maintenance of at least a portion 
of surplus without the crushing burden of corporate taxation. 

One measure of what, in the impartial Judgment of management unaffected by 
tax considerations, is needed is the amount of surplus which has been accumu- 
lated in the past. This was necessarily taken into consideration but was dis- 
counted in order to provide in the additional fund for the protection of policy- 
holders only what may be fairly regarded as a minimum contingency reserve. 

Finally, the resulting tax, after the adjustments provided for in the additional 
fund, is estimated to be substantially above the amount which mutual companies 
should pay, as measured by the individual policyholder approach, dealt with 
elsewhere in the mutual group’s presentation. On the basis of this measurement, 
the adjustments should, we believe, be substantially larger. 

A bill adopting the total receipts approach brings into the tax base premium 
deposits. Such a bill, when applied to mutual companies, necessarily involves 
the constitutional power of Congress to collect taxes on such deposits, without 
apportionment. The possibility of a successful attack, on constitutional grounds, 
would seem to be minimized if the tax levied in part on these capital deposits 
is offset by the deduction of otherwise taxable items of approximately equal 
amount. This suggests that the adjustments provided for the additional fund 
might well be enlarged. 


ADJUSTMENT OF TAXABLE INCOME BY 3 PERCENT OF CHANGES IN RESERVES 


As life insurance reserves increase, the investment risks resulting from the 
corresponding growth in the assets supporting the reserves increase. Provision 
for the increased risks must be made by increasing the additional fund for the 
protection of policyholders. Conversely, as life insurance reserves decrease, the 
additional fund may be decreased, with a corresponding increase in taxable in- 
come. H. R. 13707 provides (sec. 812 (b) (1)) that the adjustments of taxable 
income (and surplus) shall be 3 percent of increase or decrease in the réserves. 


I. General considerations 


In life insurance, the prime consideration is to provide protection. For this 
reason, State laws require that the great majority of the assets of the companies 
be invested in debt obligations, and, though due to the increase in the assets of the 
companies, these requirements have been somewhat liberalized over the past 30 
years, approximately 86.2 percent of the assets of the life insurance industry are 
today in debt obligations (August 31, 1958; ALC-LIAA Joint Investment Bulletin 
No. 348, dated October 17, 1958). These obligations are for the most part carried 
in companies’ annual statements at or about face value, regardless of what the 
current market values may be, also as provided by State laws and regulations. 
The current values of these assets may, however, vary considerably from the 
statement values. Today, with the bond market generally down, as illustrated 
by the current quotations of 87.20 for United States Treasury 2\%4s of 1967-72 
(September ) ; 88 for the 2\%s of 1967-72 (June and December maturities) ; 88 for 
the 3s of 1995; ete. (October 24, 1958, closing bids) the value of life insurance 
companies’ portfolios is probably subtsantially below statement value. 

So long as present rules for the valuation of securities continue, and life insur- 
ance companies continue to grow, this does not cause practical concern, yet 
factors such as this cannot be ignored by life insurance company managements. 

Furthermore, many life insurance holdings are of large blocks. The market- 
ability of these depends very largely on general market conditions, and the prices 
which may be obtained may vary widely depending upon whether there is a 
scarcity of high-grade investments or a relatively large supply in relation to 
current demand. Again, so long as the business is growing, this is not a matter 
of practical concern, but it would be of concern if the company were forced to 
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liquidate any substantial part of its portfolio for any reason. This could be true 
in very large areas of the portfolio—the entire mortgage loan portfolio (33.5 
percent of industry assets), the direct placement portfolio (for which, of course, 
market quotations are nonexistent and where the market its generally limited to 
other institutional investors), and the large block portfolio for which there are 
market quotations, but not necessarily large-scale demand among noninstitutional 
investors. (Bonds constitute 52.7 percent of assets.) Even a 10 percent surplus, 
the limit under most State surplus limitation laws (Illinois, Minnesota, Missouri, 
Montana, New York, North Dakota, Pennsylvania, Tennessee, and Texas; Massa- 
chusetts has 12 percent, Nebraska has 20 percent) is regarded by some of those 
responsible for the investment side of the business as none too large, possibly 
somewhat slender. 

The greatest variance between statement values and current market values 
takes place during a depression. Then not only are debt obligations which are 
regarded by the State regulatory authorities as “amply secured” (the definition 
of which has changed from time to time) carried at or about face value, but se- 
ecurities which are “not amply secured” have for considerable periods been car- 
ried at so-called convention values or commissioners’ values, published annually 
by the commissioners. (See Taxation of Life Insurance Companies, hearings 
before a subcommittee of the Committee on Ways and Means, etc., December 
1954, pp. 209-214.) 

There are no published figures showing relationships between statement values 
and current market values, but companies which make such calculations for 
themselves find that the variance may be wide, even when there is not a depres- 
sion. 

These facts should be borne in mind in examining the following figures, 
since, in all cases, the asset values stated are statement values. Current market 
values during any period of depression would, almost certainly, be very sub- 
stantially lower. 


IT. Depression experience 

The published material which is useful in showing surplus requirements 
for asset losses is limited. There are two principal published sources which 
have been found : 

(1) Twenty-six-Company Study of Capital Gains and Losses, TNEC Life 
Insurance Hearings, part 10-A (1940). 

(2) A Study of Savings in the United States, by Goldsmith (vol. I, pp. 448 
and 449, relating to the life insurance industry). By using this, together with 
Spectator Yearbooks, a 20-year moving average of capital gains and losses has 
been compiled and is attached. 

In addition, a study has been prepared from the annual statements of six 
of the large mutual companies covering the period 1929-41. 

Copies of all of this material are attached as an appendix. 

The published material (1) and (2) shows capital gains and losses on a 
composite basis for the companies included in the study, and does not show 
the variation between individual companies. On this composite basis, it shows 
that capital gains have, for the most part, been moderate in amount, but that 
generally there have been capital losses. These have also tended to be moderate 
in amount, except during cyclical depressions, particularly during the great 
depression. It is to absorb the very serious losses that may occur in these 
periods of depression that the accumulation of adequate surplus is most needéd 
(save also in cases of liquidation). The high degree of public interest in the 
safety of life insurance companies makes such accumulation essential. 

There is very little material available showing a breakdown of capital gains 
and losses between those which have been realized and those which repre- 
sent adjustments in admitted asset values, generally required by State insurance 
departments. The TNEC study is one exception, but it shows only capital 
losses calculated from written-down values, and thus shows them on a reduced 
basis from the capital losses which would affect tax results. It also, con- 
versely, magnifies the writedowns which would not enter directly into tax 
results, but these, equally with realized losses, have a direct bearing on the 
need for accumulating a surplus. 

As already indicated, realized losses which, under H. R. 13707 would directly 
affect the tax are likely to vary widely between companies. Both realized 
and unrealized losses, however, directly affect the need for surplus, and the 
experience of the great depression, as well as cyclical, lesser depressions, shows 
the necessity for substantial surplus to take care of asset losses. In this 
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connection, it is important to note that the 20-year loss carryback provision 
of H. R. 13707 has no effect whatever; i. e., the industry is not helped by it 
in any way when it has to call on surplus to absorb writedowns of securities 
or mortgage loans and real estate which insurance departments require. The 
companies themselves have to build the surplus up to meet these requirements.* 

The experience of the 26 companies shown in the TNEC study from 1929 
to 1938 shows that they had capital losses for the 10-year period aggregating 
approximately $847 million or equivalent to 4.84 percent of the average of their 
reserves during this period. 

If these losses are related to increase in reserves of the companies, the com- 
parison has to be made on the 9-year period 1930-38, because the increase in 
reserves from 1928 to 1929 was not available. The 9-year loss was approxi- 
mately $826 million. Three percent of the increase in reserves during the 
period was approximately $273 million, so that the losses for the period were 
approximately 803 percent of 3 percent of the increase in reserves. 

If the assumption is made that surplus at the beginning of the period is 
presumed to be adequate as of that time, there should be added to 3 percent 
of the increase in the reserves during the period, 3 percent of the reserves at 
the beginning of the period. If this is done, the surplus available to meet 
these losses would increase from $273 million to $672 million. The total loss 
of $826 million would still be over 123 percent of the total surplus available. 

The first table from the Goldsmith study (pp. 448-449) shows that in life 
insurance investment capital losses have generally exceeded capital gains. This 
would seem a more normal situation than an excess of capital gains. See par- 
ticularly 20-year moving average. 

Insurance company investments have been and are, for the most part, limited 
to fixed-dollar obligations. The vast majority of these are in the form of gov- 
ernmental obligations, corporate obligations, and individual mortgage obliga- 
tions. They are required by law to meet investment standards, which the statute 
itself fixes and which are reinforced by rules and regulations established by the 
National Association of Insurance Commissioners and State insurance depart- 
ments. These standards give assurance that the great majority of life insur- 
ance investments will be made at a price which is close to the face amount of 
the obligation. By their very nature, therefore, and having in mind also the 
annual statement provisions (also in H. R. 13707, sec. 803 (a) (1)) for accrual of 
discount, there is almost no room for profit, save only where corporate obliga- 
tions are redeemed at a premium or where the market for the obligations has 
been affected by other technical factors extraneous to the investment quality 
of the obligations in question. On the other hand, there are no corresponding 
factors limiting the extent of loss. Despite the investment standards prescribed 
by law, past experience, as shown in the Goldsmith study, has abundantly shown 
that it cannot be anticipated that over a long period of time investments of 
this nature will show a net capital gain, unless the results are distorted (1) by 
a low-interest period or the other technical factors referred to and (2) by a 
coincident period in which the volume of the industry’s assets is dispropor- 
tionately high as compared with the volume during the major portion of the 
period covered by the analysis. 

The six-company study shows the extent to which accumulated surplus may be 
absorbed by asset losses alone in a period of severe depression. 

This material, taken from different independent sources shows that on the 
basis of asset losses alone, the provision of section 812 (b) (1) is not in itself 
adequate to maintain solvency. Only when the additional factors hereafter dis- 
cussed are taken into account, is there reasonable provisions for surplus made 
to protect a company against this one element of potential loss, 


1It may also be noted that the mandatory securities valuation reserve is treated, under 
H. R. 13707, as surplus, except to the extent that it may have been built up by unrealized 
gains. To that extent, it provides an independent fund, or reserve, out of which capital 
losses, realized or unrealized, may be absorbed, but only to that extent under the present 
rules of the NAIC. Unrealized gains added to it have no tax effect under H. R. 13707, 
nor have unrealized losses absorbed out of previously added unrealized gains, or voluntary 
additions. Realized losses which may be absorbed by previously added unrealized gains, 
or by voluntary additions, do have a tax effect. Voluntary additions to the tiandatory 
securities valuation reserve have the tax effect of additions to surplus, as have niandatory 
additions of specified percentages of securities’ values. 
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JUSTIFICATION OF ELEMENTS OF POLICYHOLDERS’ FUND RELATING TO MORTALITY, 
MORBIDITY, NONPAR BUSINESS, ANNUITIES, AND PENSIONS 


I. With respect to mortality, hazards exist that differ in kind between life 
insurance and annuities, and between individual and group insurance. 

In individual life insurance, the contract is a long-term one and must provide 
for the hazard of occasional abnormally high mortality, caused by catastrophe, 
epidemic, or war (although no company can undertake to underwrite atomic war 
losses). 

Adjustments through reduction in policyholder dividends cannot by their nature 
recoup, except over a period of years, excess mortality losses caused by a single 
event such as the influenza epidemic of 1919, which raised the year’s mortality 
payments by over 50 percent. Companies should therefore be allowed to carry, 
without increasing their tax base, surplus funds (since they are really reserves) 
against unpredictable happenings of this sort. 

In addition, most policies include optional provisions whereby the proceeds at 
death or maturity can be taken as a life income. Therefore the opposed hazard 
of improving mortality among persons electing such options must also be pro- 
vided for. 

With respect to participating business, moreover, the desirability of maintaining 
a stable dividend scale requires some contingency fund as a cushion. 

In group life insurance we have the same possibility of catastrophic claims, 
made more likely by the concentrated risk when many persons insured in one 
group are working in the same area. There is also the necessity for a stabiliza- 
tion fund; although group insurance is not ordinarily written on a long-term 
basis and the premium rate can usually be adjusted on any policy anniversary, 
large excess losses in one year can be recovered by rate adjustments only over 
several years, and sometimes cannot be fully recovered at all. 

Another need for surplus in group life insurance is for extra mortality on 
persons who convert their group certificates to ordinary policies upon leaving the 
group. Experience has shown that this privilege is exercised to a greater extent 
by those in poor health and that higher than normal mortality must be antici- 
pated. In order not to burden other policyholders, custom and law provide for 
appropriate charges against a group. Whether such charges appear as reduction 
in group dividends or income to the ordinary department, the effect is a tem- 
porary increase in book surplus which must properly be considered as entirely 
contingent funds. 

In determining a level for proper increments to a policyholder protection fund 
to take into account the hazards just described, we have as some guide the New 
York State Insurance Department directive with respect to group life insurance 
that a contingency fund shall be accumulated at the rate of 2 percent total 
premiums less dividends each year, with an eventual goal of 50 percent of such 
premiums less dividends, or about $4 per $1,000, Group insurance has been ex- 
panding at such a rapid rate that it is doubtful that any company has reached 
this maximum. Hence, the figure in the bill of $2 per thousand of group life 
insurance increase in force furnishes a conservative basis. 

II. A special problem arises with respect to nonparticipating insurance. There 
is need for larger surplus on such business than on participating business, since 
on participating business a cushion is available by reducing dividends to policy- 
holders, which cannot be done on nonparticipating business. 

Accordingly the bill incorporates an additional allowance of $1.75 per thou- 
sand increase in insurance in force and 1 percent of increase in reserve, which 
provides much less than the difference in contingency funds presently carried 
by the two types of companies. 

The bill relates only to mutual companies where nonparticipating business is 
generally limited to amount, resulting from conversion of the company from a 
stock to a mutual basis. If the bill were applied to any companies where non- 
participating policies are a major portion of their business, the factors in this 
bill relating to nonparticipating business might well require modificaton. 

III. With respect to accident and health insurance, surplus accumulation. is 
required and justified by reason of fluctuation in the rate of morbidity (corre- 
sponding to the rate of mortality in life insurance). Such fluctuations have in 
the past been more severe than in life insurance, and, in fact, seem to be tied to 
the economic cycle because of the more subjective nature of the risk insured 
against. 

Morbidity data are not so definitive or plentiful as mortality data. Accord- 
ingly, there is considerable difference of opinion as to proper reserve bases for 


RS Ae RRR rn 


ra rep mee 


eee 


se 
in 
pu 
ne 
dr 
in 
co 


ac 
ce 
in 
co 
“~~ 
ye 
po 
25 
cre 
ga 


nu 
pr 
tio 
me 
inc 


ine 
tay 
trv 
of 

sio 
ing 


fe 
de 
ar 


re 
rle 
ty 
‘y; 


S) 


at 
rd 
"0- 


ng 


is, 
ne 
La- 
ym 
ry, 


er 


on 
he 
nt 
ci- 
‘or 
on 
m- 
ply 


nd 
ew 
ice 
tal 
ich 
eX- 
ed 
ife 


ere 
ace 


ou- 
ich 
ied 


an a 
on- 
his 


| is 
rre- 
» in 
| to 
red 


yrd- 
for 


eee RETO 


<TR OE 


TAXATION OF THE INCOME OF LIFE INSURANCE COMPANIES 155 


level premium accident and sickness insurance such as noneancelable and guar- 
anteed renewable contracts. Companies would, therefore, be hesitant to issue 
such contracts without the ability to accumulate satisfactory contingency funds 
from which reserves could be strengthened if necessary. There is, however, 
great social demand for issue of such policies. : ; 

Another socially desirable goal of accident and sickness insurance is the 
adoption of new forms of coverage and extension of coverage to other groups 
in the population. For many such situations, ratemaking must be, to a consid- 
erable extent, a matter of judgment until sufficient data are accumulated. Such 
a situation quite obviously requires that the company be free to accumulate nec- 
essary contingency reserves. 

With respect to insurance against the cost of medical care, there seems to be @ 
secular trend toward higher medical costs. This is due, apparently, in part to 
increased utilization (whether because of the presence of insurance or better 
public knowledge is immaterial), and in part to increasing costs of treatment, 
not merely inflationary but also caused by development of new therapies and 
drugs. All these considerations apply with particular force to major medical 
insurance, the newest and most rapidly growing form of accident and sickness 
coverages, because it generally operates without fixed schedules or maximums. 

Everything under this heading so far is relevant to both individual and group 
accident and sickness insurance (except the remarks with respect to noncan 
celable insurance, which is written only on an individual basis). In group 
insurance, there is the added effect of experience rating, already mentioned in 
connection with group life insurance. 

Again, as regards an appropriate level, we have New York law calling for a 
“special contingent surplus fund” for group to be built up to 25 percent of 1 
year’s net income; and the Massachusetts requirement for hospital service cor- 
porations setting a goal of 40 percent. Accordingly, the allowance, in the bill of 
25 percent (the percentage in the suggested revision of H. R. 13707) of the in- 
crease in premiums less dividends appears to be in line with the amounts re- 
garded by State insurance departments as proper levels of surplus. 

IV. Turning to annuities and pensions, it is well known that mortality of an- 
nuitants has been improving for many years. Insurers are thus exposed to the 
prospect of an unknown drain on surplus many years in the future. In this situa- 
tion, prudence demands some withholding of current earnings. It should be re- 
membered, too, that income from annuities is already in large part taxed to the 
individual. 

These considerations support the allowance in the bill of 1 percent of reserve 
increase. An additional 24% percent is incorporated to eliminate the existing 
tax discrimination against insured pensions as opposed to those funded by 
trust companies and self-insurance, in accordance with the expressed desires 
of the Treasury and the House of Representatives. (Approved self-insured pen- 
sion plans are tax free; trusteed pension plans are tax free, except as to earn- 
ings retained by the trust company. ) 
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Life insurance industry—Policy reserves and capital gains and losses 
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THE Murua Lire INSURANCE COMPANIES 
INTRODUCTION 


The growth of life insurance in the United States has been as phenomenal as 
the growth of the Nation itself. The country’s development can be traced to 
its industrialization, an? the same industrialization nourished the growth of 
life insurance. 

As the Nation changed from an agricultural to an industrial economy, a family 
could no longer rely upon the farm for sustenance when the head of the family 
died. Under an industrial economy, the head of the family cannot provide 
sufficient protection for his family by setting aside part of his earnings in a 
savings account. Unable to protect their families by placing a little aside each 
payday, Americans turned to life insurance which offered family protection on 
a collective basis and savings on an individual basis. 

The extent to which Americans depend on life insurance for protection is 
demonstrated by the insurance in force in this country, i. e., $400 billion. The 
insurance protection is supported by assets amounting to approximately $100 
billion. The result of this American dependence on life insurance for family 
welfare is that the life insurance business today stands as the largest pool of 
institutional savings in the Nation’s economy. The insurance companies have 
returned this public trust by safeguarding the family’s financial stability as well 
as by using the policy owners’ pool of funds to aid the growth and strength of 
the country’s economy. The particular contribution made by mutual life insur- 
ance companies to the family and the Nation's protection can be better appreci- 
ated with an understanding of the nature of life insurance and the way in 
which mutual life insurance companies operate. 


WHAT IS LIFE INSURANCE? 


Stated in its simplest form, insurance is a means whereby individuals who 
eannot afford the cost of catastrophic loss, can uite to share the risk of loss with 
others in similar circumstances. Individuals who do not have a specific sum of 
money to set aside in case of catastrophic loss, can set aside a small sum of 
money with other such individuals so that in the aggregate those suffering the 
immediate loss may have their needs and those of their survivors provided for. 

The principle of life insurance as a means of sharing a loss may best be 
explained by use of an example. Let us assume that in a given community 
there are always 1,000 heads of families. For every death of the head of a 
family, there is a marriage, so that the number of the heads of families remains 
the same. If we further assure that it requires $10,000 to support a family 

10,000 
upon the decease of the father, then an assessinent of $10( 10) upon 
1,000 
each head of the family at the time of death would be sufficient to provide the 
benefit. In simplest form this is a mutual sharing of a loss. Although this 
example may explain the principle of life insurance, it could not, as a matter 
of fact, be carried out under a voluntary system of insurance. 

Statistics have been accumulated over the years so that under normal cir- 
cumstances the probabilities of life and death for each age can reasonably be 
determined in advance. When coverage is sufficiently widespread so that a 
broad average can be obtained, it is possible to determine each year the proper 
premium for every individual entering the group so as to cover the cost of 
providing death benefits under normal circumstances for those who do not 
survive. This type of insurance is usually referred to as 1 year term insurance. 
Under such a system, however, when the premium is calculated to cover the 
cost for each year, it will increase with the advance of age to such an extent 
that it will be impossible for the older individual to continue his payments 
after his ability to earn income has ceased. Under such a system, an individual 
because of inability to pay the premium would not have the benefit of insurance 
at the time it was most needed. 

Because of mortality costs and yearly premium rates increasing with advanc- 
ing age, the method of permitting premiums paid by the policy owner to remain 
level, or nearly so, throughout the premium-paying period was devised. This 
type of insurance is usually referred to as level premium permanent insurance. 
The net result has been not only to permit individuals to pay premiums at the 
time they are able to do so. but it has in many respects made the life insurance 
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business basically one of a savings institution rather than being primarily a risk- 
bearing institution. In fact, the investment of life insurance funds is so basic 
to the entire concept of life insurance that it cannot be separated out as a distinct 
function. 

INVESTMENT OF FUNDS 


As the probability of death of any group of policy owners will increase 
with the advance of age, it is quite obvious that the premium deposits made in the 
early years of the contract will be more than sufficient to meet the death claims 
and that the premium deposits of the later years will of themselves be less than 
sufficient to meet the death claims in the later years. Consequently, it is neces- 


sary to retain sufficient funds of the premium deposits made in the early years ° 


to meet the deficits arising in the later years. As it would be imprudent to 
maintain funds without investing them for gain, these funds are invested in 
mortgage loans, Government bonds, industrial bonds, and equities to yield the 
maximum advantage for the policy owners. At the same time, life insurance 
savings have contributed to the growth and stability of the Nation’s economy. 

Life insurance as we know it in the United States is in its very operation, the 
deposit, the investment, and the return of premium deposits made by the policy 
owners. That this is so can best be attested by the fact that the liabilities of the 
company are the policy reserves and not the face amount of outstanding policies. 


MUTUAL LIFE INSURANCE COMPANIES 


A mutual life insurance company is a company formed by a group of indi- 
viduals so that the insurance operation as previously described can be performed 
at as low cost as possible with all receipts, less the expenses of operation, accru- 
ing to no one other than those receiving the insurance protection. The most 
fundamental and distinctive feature of mutual life insurance companies is that 
there are no stockholders. Premium deposits and the income from the invest- 
ment of the deposits therefore, are held for the exclusive interest of the policy- 
owners of the mutual companies. 

Of the more than $400 billion of life insurance in force in this country, two- 
thirds of it is in force in mutual companies. Three-quarters of the $100 billion 
in life insurance assets is held by mutual companies. Thus, Americans have 
entrusted their life insurance savings primarily to mutual companies. 

The operation of mutual life insurance companies can best be described by 
explaining how the companies handle premium deposits, dividends, policy and 
contingency reserves, and provide for company growth. 


PREMIUMS 


In order to insure proper safeguards, assumptions made with regard to mor- 
tality, investment, and expenses rates in a mutual life insurance company are 
necessarily on the conservative side. Specific assumptions are made for each 
factor in the premium calculation but the important point is that the sum of all 
factors be adequate in the aggregate. Since all factors are assumed to be on the 
conse. vative side, it can be expected that the premium deposits will be more than 
sufficient to meet mortality claims as they occur. 

It is worthwhile pointing out now that premium deposits in mutual companies 
are, in fact, capital deposits. They are in the nature of deposits made in savings 
banks. They are not income to the company. 


DIVIDENDS 


If the assumptions on which the premiums were based prove over the years 
to be conservative, the premium deposits made by the mutual company policy 
owners will be more than sufficient to provide the benefits guaranteed in the 
policy. As a result, a mutual company after taking the long-term aspects of 
the policies into consideration determines each year the part of the premium 
which can prudently be returned to the policy owners. These disbursements 
are called dividends, although in effect in a mutual company, they are a return 
of a part of the capital deposit previously made by the policy owners. This 
equitable return of deposits is in keeping with the mutual company’s purpose 
of furnishing insurance at the lowest cost. In another respect, the dividend 
may be looked upon as an indication of the future level of premiums. 
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POLICY RESERVES 


Under the level-premium plan the excess of premium deposits in the early 
years, less that portion returned as dividends, is accumulated and invested by 
the mutual companies to form the policy reserve. The reserve, except in the 
case of term insurance, increases each year until it reaches the full face amount 
of the policy at the age assumed in the mortality table that all participants 
will not survive. These aggregate reserves are the largest liability of an insurance 
company. att 

In order to determine from time to time whether or not the mutual life insur- 
ance company is in a position to meet obligations when due, it is necessary to 
measure the liabilities of the company. As a matter of law, companies are re- 
quired to file each year with the several States a prescribed form containing 
a statement of assets and liabilities. ; 

The policy reserves on the so-called net level premium method of valuation 
are established on the basis of specified interest and mortality assumptions and 
are calculated after removing from the premium any assumptions made with 
respect to expenses of operation. The reserves are determined by mathematical 
formula on the assumption that the company will— 

(1) receive premiums for the remainder of the premium-paying period ; 

(2) receive interest earnings at least equal to the assumed rate; 

(3) have mortality experience not greater than that assumed by the 
mortality table used. 

It should be quite obvious that these policy reserves, important as they are 
in determining the solvency of the company, do not in any way establish the 
full extent of the company’s liabilities. No provision is made for higher than 
assumed mortality or lower than assumed investment earnings experience, for 
investment losses or for increased expense levels brought about by inflationary 
experiences, or for catastrophic mortality losses occurring from pandemic or 
war. The main purpose of setting up policy reserves is to determine in part 
the solvency of the company. Policy reserves are not a measure of the interest 
of a given policy owner in the financial resources of the company. 


CONTINGENCY RESERVES (SURPLUS) 


As the policy reserves are not sufficient to provide adequate protection for 
the company to meet its obligations under all circumstances, insurance com- 
panies are required to hold additional reserves to provide for these additional 
or abnormal contingencies. As an example, the several States require a man- 
datory security valuation reserve to provide for investment fluctuations. On 
the other hand, the several States have limited the additional reserves which a 
company may hold so that mutual policy owners will in each generation receive 
equitable dividends. There are so many factors that enter into the decision of 
the proper level of the contingency reserve that the specific level of the addi- 
tional funds held as reserves are determined by the best judgment of the com- 
pany’s board of directors and management within the limits set by statute. 
It should be pointed out that the additional reserves are commonly called sur- 
plus. Surplus is a misnomer for these additional reserves and the trend is 
now toward the more proper term—contingency reserve. 

The contingency reserve is not held for the benefit of a mutual life insurance 
company. No one has any financial interest in this reserve other than the 
policy owners. If for one reason or another it were necessary to dissolve a 
mutual life insurance company, the funds on hand, in cluding the contingency 
reserve, would be disbursed to the present policy owners. The amount received 
by the policy owners should represent no more or no less than their net premium 
deposits increased by investment earnings and decreased by operating expenses. 


CONTINGENCY RESERVE IS A REVOLVING FUND 


The net amount contributed to the contingency reserve of the company by 
the various policy owners changes from year to year. The fund itself is in 
reality a revolving fund. As the risk assumed by the company for any group 
of policy owners changes in amount or degree, the amount of funds required for 
contingencies also changes. As the policy reserves of the company increase, the 
surplus funds must also show a corresponding increase to provide for the in- 
creased contingent liabilities. The net increase in contingency funds during 
the year is made up of contributions by the classes of policy owners exposed 
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to greater risk of loss, less the reduction in amount credited through the opera- 
tion of the annual dividend formula to other classes of policy owners exposed 
to less risk of loss. 

WITHDRAWING POLICY OWNERS 


The question is always raised as to the disposition of any contribution made 
to the contingency reserve by a withdrawing policy owner. Do these funds, 
in effect, become the property of the company; are they returned to the policy 
owners; or do they become the property of the persisting policy owners? 

In the case of those policy owners withdrawing by death, in the main, the 
answer is precisely the same for all mutual life insurance companies. The 
contribution to the contingency reserve is used in the payment of the death 
benefit. This is assumed to be the case in the formula used for the calculation 
of annual dividends payable to all policy owners. 

There are several answers, however, that can be given in the case of the 
policy owner who has terminated his contract for failure to pay premiums, In 
all instances, however, the funds released do not become the property of the 
mutual life insurance company. 

In the first instance, let me give the situation as it exists at the John Hancock 
when a policy owner terminates his contract. Our company by use of extensive 
cost studies has determined and knows the amount of the contribution made to 
the contingency reserve by each policy owner in excess of the cash value as out- 
lined in the policy contract. At termination the company makes payable to 
the policy owner, a settlement dividend in addition to the cash value. This 
dividend varies in amount by several factors: (1) duration of the contract; 
(2) plan of insurance; (3) amount of insurance; (4) the calendar year in which 
contract terminates. 

Thus upon termination, the John Hancock determines that part of the con- 
tingency reserve a withdrawing policy owner has contributed and pays it to 
him in addition to the cash value of the policy. This practice is followed by 
many of the major mutual life insurance companies in the United States. 

Other companies do not pay out a settlement dividend upon termination but 
justify their method of operation as follows: Upon termination of the contract, 
the contributions to the contingency reserve released each year from terminated 
contracts in total are included in the sums set aside to pay annual dividends. 
These funds are disbursed each vear and increase the annual dividends. These 
funds are disbursed each year and increase the annual dividend that would be 
otherwise payable. A given policy owner receives a greater dividend while his 
policy persists than he would normally have received if there were no termi- 
nating policy owners. When the given policy owner withdraws, other policy 
owners then receive a greater annual dividend than they normally would have 
received. Thus, in the broad, policy owners receive contributions made to the 
surplus of the mutual life insurance company upon termination of their 
contracts. 

The second method described for disbursing surplus funds contributed by with- 
drawing policy owners is the traditional system used by mutual life insurance 
companies. Those companies like the John Hancock that have changed their 
practices and pay settlement dividends, believe they are giving greater equity 
among individual policy owners. At any rate, regardless of the merits of either 
approach, it is obvious that the funds do not in any way become income to the 
mutual life insurance company. 

EXPANSION 


Another question frequently raised regarding the operation of a mutual life 
insurance company is why is it necessary to expand and also who pays for the 
cost of expansion? 

In our present economy, which has been plagued with inflation, there are 
several reasons why it is necesary for a mutual company to expand in order to 
render the best possible service to its existing policy owners: 

(a) Expansion is necessary because unit costs of operation can be kept at 
a lower rate by having a broader base over which to spread overall costs of 
administration. In fact, the cost of insurance over the past decade has been 
reduced in large measure because of the large volume of business being 
placed on the books; 

(b) Expansion is necessary also so that new lives entering the pool with 
their savings and upon completion of medical examination tend to keep the 
mortality experience of the overall body of policy owners better than it 

would otherwise be. 
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The cost of expansion is paid for by the policy owners who take out life in- 
surance policies as a result of the expansion program. It is important at this 
point to state that the cost of expansion in a life insurance company is a rela- 
tively small item. There is no necessity for building new plants and equipment. 
The only basic need is to train new agents and print more policy contracts. 

As the new policy owners have not as yet contributed any premiums to the 
company, it is quite obvious that they cannot immediately finance the expansion 
program. Thus, funds in sufficient amount are borrowed from the contingency 
funds contributed by current policy owners until such time as future policy 
owners are in a position to pay the funds back. Any current policy owner with- 
drawing during this period is equitably treated as a result of the use of settle- 
ment dividends in some companies or by an increased annual dividend in the 
ease of other companies. Thus, expansion of a mutual life insurance company is 
another indication of cooperative effort to reduce the cost of family protection. 


CONCLUSION 


Mutual life insurance companies have grown large in the United States. The 
growth developed not from the contributions of individuals having large finan- 
cial resources but from the systematic premium deposits of family heads having 
modest incomes. The purpose of the systematic deposits was to provide family 
protection. 

Both the States and the companies, recognizing that investment income is a 
prerequisite for guaranteeing the policy benefits, provide for investment safe- 
guards. Investment income, which is the only income of mutual life insurance 
companies, cannot accrue to the benefit of anyone other than the policy owners. 

R. E,. SLATER, 
Boston, Mass. 

May 23, 1958. 

The CuHatrmMan. There will be no objection, I am sure. Let this 
material, Mr. Reporter, appear immediately following Mr. Slater’s 
statement. 

Mr. Stater. We would like to thank you for the opportunity that 
has been afforded to us. 

The Crarrman. First, I want to thank you gentlemen for your 
statements and the wealth of material and ideas that you have given 
us over the years, and particularly in connection with these hearings 
on mutual life insurance ¢ ompanies. 

I have a few questions that I want to ask, and I will state again 
that I ask these questions purely for information. The situation that 
exists, I am sure all of us recognize, is that if some action is not taken 
by the Congress before March 15, 1959, the 1958 income of life insur- 
ance companies will be taxed under the 1942 law. 

First, [ want to ask your opinion as to why the Congress should 
not permit the 1942 law to become operative with respect to the 1958 
income of life insurance ¢ ‘ompanies ? 

Mr. Lyons. The question, as I get it, Mr. Mills, is, why the Con- 
gress should not permit the 1942 tax to become operative. 

The Cuatrman. That is right, by taking no action. 

Mr. Lyons. Yesterday morning, I think, we saw some figures that 
the 1942 tax would about double the present tax. By the present tax 
I mean the 1955 stopgap we have lived with. It eee to me that the 
reason we should not go back to the 1942 tax is, No. 1, as I tried to 
point out, it is on a completely arbitrary basis; No. 2, it is altogether 
too high. 

L think in consideri ing this question of taxation we have to bear in 
mind some of the things that were said by Congressman Curtis at the 
far end on yesterday morning. In fact, 1 thought we got more from 
the members of the committee than we did from the life insurance 
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companies, but, at any rate, we have to consider the taxes that people, 
our policyholders, are already bearing. __ 

First of all, we have the State tax which has to be added to the 
present income tax. Secondly, I think we ought to consider this in- 
flation tax, too, and that is really not funny, because an awful lot of 
people in these companies purchased insurance over the years with 
good dollars and the dollars that are coming back now aren’t nearly 
as good dollars as went out. That is a tax, gentlemen, in my opinion, 
just as much as these State taxes and this Federal tax, and here are 
these people who are putting aside current earnings for the future, 
doing the job themselves of taking care of the widows and orphans 
and their own old age instead of turning it over to the State or the 
town, and we ought to encourage them and not make it tougher by 
adding more taxes. 

Sometimes I notice a bit of scorn, not in this committee—this has 
been a wonderful committee—but sometimes they say, “Well, here 
come the life insurance companies. They are going to trot out the 
widows and orphans.” 

I don’t hesitate for one minute to talk about widows and orphans, 
I am responsible for the sale of life insurance in my company and we 
talk about widows and orphans. It is a wonderful job that the com- 
panies are doing. They should be encouraged. You talk about in- 
creasing taxes going back to the 1942 tax. We are competing with 
these other forms of savings over here, the savings bak: and how 
about Blue Cross? I heard some references yesterday to accident and 
health and why don’t we get some more tax on that. 

How about the loophole there? We have to compete with Blue 
Cross and these others and they don’t pay any tax, so my answer, 
to go on, is that it is altogether too high and it has no sound theoreti- 
cal basis whatsoever. 

The CHarrman. Which is the more important? That it does not 
work on a sound theoretical basis, or that it is just taking too much 
money from the life insurance industry ? 

Mr. Lyons. I would be unable to choose between them. It would 
be easy to say this would take too much money, but here is the trouble: 
When you go in for one of these deals that does not have any kind 
of a sound theoretical basis you are in trouble. We would like to get 
some permanent legislation, and if the 1942 act goes in, I think you 
said, Mr. Mills, we will be right back after it is over putting on the 
same performance for another year, so it won’t solve anything, and I 
can’t see for the life of me why some sensible people in the business 
and your technicians of your committee can’t get together between 
now and the first of the year and work out a decent tax bill. 

The Cuarrman. I have asked the question of this group in the hope 
that I might get some support of my own thought that we should not 
permit the 1942 law to become effective again, but I can’t justify that 
position on my part solely because it takes too much from the industry 
without knowing at this moment what the industry as a whole 1s 
capable of paying. 

Mr. Lyons. Could I say a word on that, Mr. Mills? 

The Cuatrman. If that is not sound, I was giving you the oppor- 
tunity of pointing out to me, Mr. Lyons, in what way it is not sound. 

Mr. Lyons. The 1942 act is based on the excess interest theory, 
modified. I tried to point out in my statement, Mr. Mills, that the 
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excess interest theory has absolutely no basis whatsoever as a sound 
base on which to operate a Federal income-tax-law. It is only one 
factor in the operation. Why not take excess mortality or something 
else ¢ 

The Cuarrman, I must state frankly that I tried to follow all of 
your statements. I am left somewhat confused, frankly, because in 
the first instance it is purported that mutuals have no income other 
than investment income. Then you tell us that an approach to the 
taxation of life insurance companies on the theory of a net of oe 
ment income is not sound, when that, according to your statement, 
the type of income the mutuals have, and then you say that it is so 
unsatisfactory that we should not permit it to continue, and then in 
connection with H. R. 13707, lo and behold, I find a minimum tax 
which is predicated upon the theory of investment income. You are 
offering as a solution something that takes us right back down to the 
chaos that you say has prevailed in the taxation of life insurance 
companies for 7 years. 

Mr. Lyons. The proposal, Mr. Mills, is not to use the excess interest 
theory as a minimum in the total receipts bill at all. 

The Cuarrman. No, but you have it as a minimum. If the total 
receipts bill doesn’t extract something from a company, then they are 
obligated to pay this minimum tax which is predicated upon the in- 
vestment income theory minus certain proportions for pension funds 
and annuity funds and things of that sort. The theory that was re- 
ported from this committee, ‘T might say in 1955, as I remember, Mr. 
Curtis, when we reported the bill from the W ays and Means Com- 
mittee, was that theory of the investment income approach. Now you 
take us back to that as a minimum, but at the same time you say—and 
make a very cogent argument, I might admit—that we will never find 
satisfactory so long as we adhere exclusively to the net investment in- 
come approach; that we must do mae than that. 

Mr. Lyons. May I say a word, sir? 

The Cuarrman. Oh, yes; I want your opinion. 

Mr. Lyons. We do not include any minimum in this bill on the basis 
of any excess interest theory. The minimum in the bill is of course the 
Mills stopgap adjusted for the discrimination, but it is not there on 
the basis of any excess interest theory, namely, 85 percent, or any- 
thing else. It is there as a percentage of investment income and the 
only reason for it is that that is what ‘the Government i is getting today, 
and in order to maintain that level of revenue we use that as a minimum, 
but we do not try to justify it on any excess interest theory at all, but 
merely asa practic * solution to a current problem. 

The Cuairman. I don’t want to belabor the point, but one of you 
said, and regardless of how we dressed it up and what we called it, that 
7.8 percent tax on investment income amounted to acceptance of the 
theory that 15 percent of the investment income was so-called free in- 
come or net income that could be taxed. One of you said that. 

Mr. Lyons. Yes, I said that that was the theory behind the 1955 
stopgap. 

The Cuarrman. There is no question about that. The industry 
itself at the time did not want us to write in such a way that that stood 
out, but we all recognized, I think, that what we were talking about 
was the application. of the 52 percent rate to that part of the net 
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investment income that was not needed to carry out the obligations 
of the life insurance industry 

Now, that is a net investment approach ~_ that is what you want as 
the minimum with some modifications. I don’t want to belabor the 
point, but I am a little bit confused over the necessity of a minimum 
tax if the total income approach that you have developed and in- 
corporated in H. R. 13707 is what it purports to be, namely, a tax on 
total income. 

Now, in what way, Mr. Slater, does this approach differ from the 
approach taken by the Treasury with respect to the establishment of 
total income ? 

Mr. Stater. You say the approach taken by the Treasury ? 

The Cuatrman. By the bill compared to the Treasury’s approach. 
What is the difference ? 

Mr. Starer. The only difference that I can say in general here is 
the fact that we have provided for an additional fund ‘for the protec- 
tion of policyholders. All other deductions and things, as I see it, 
have been suggested i in the Secretary’s letter of April 10. 

I believe there are no other changes in it of any major importance 
than that political one. 

The Cuarrman. The Treasury on yesterday told us that they did 
not support H. R. 13707. 

Mr. Suater. They said that certain deductions—I would assume 
they were referring to the additional fund for the protection of 
policyholders. We ‘have met with the Treasury on several occasions 
and they have not at any time during that period told us that they 
objected to any one piece of it. They didn’t say they did or did not. 

The Cuarrman. Let’s look at your statement on page 2 where you 
begin to set forth these deductions. There may not be any difference 
at ‘all, as I understand it, between the procedure that the Treasury 
has in mind in the letter of the Secretary to us on April 10 and the 
procedure of H. R. 13707 in the establishment of gross income. 

Mr. Stater. That is precisely the same. 

The CuHatrman. However, the difference in your position and the 
position of the Treasury is with respect to what you would allow as 
deductions in general ? 

Mr. Starter. No; just item (d). 

The Cuatrman. Let’s see. Let’s take them up individually. You 
and the Treasury are together in your approach to (a) the expenses of 
operation ? 

Mr. Starter. That is correct. 

The CHarrmMan. You are together on payments made to policy- 
holders including policyholder dividends (0) ? 

Mr. Srater. That is correct. 

What happened is the Treasury suggested line 33. Now, in actually 
trying to devise the bill we found it was easier to go back and start 
from income and then take the various deductions and we result in 
line 33 and the only difference is this item (d). 

The CHarrMan. (c) is the same, increase in policy and other re- 
serves; is that right ? 

Mr. Scarer. That is my understanding. 

The CHarrMAn. You include (d), allows ance for a tax-deferred addi- 
tional fund for the protection of policyholders, which is not included 
in the Treasury suggestion, as I understand it. 
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Mr. Starter. That is correct. 

The Cuarrman. How about the deduction of reserve strengthening 
over a 10-year period ¢ 

Mr. Svarer. It is my understanding that the Treasury mentioned 
yesterday that they were in favor of that. 

' The Cuairman. (/), permission to use net level premium method 
of valuation for tax purposes for those companies using another 
method of valuation. 

Mr. Siarer. They mentioned that yesterday morning. 

The Cuairman. The Treasury has some compar: able approach on 
that point. 

Mr. Suarer. I think they made precisely this proposal yesterday 
morning. 

The Cuarrman. And both of you would make some special provi- 
sion for small companies. We are to have from the Treasury, I 
understand, in the next few days, I hope by the time we get into 
executive session, some estimates of what the revenue would be under 
the first suggestion that they made for a total income approach is 
the letter of April 10, as you pointed out. That was their first 
suggestion. We do not have those estimates today. 

Has you industry prepared any estimates of what the revenue effect: 
would be under the total income approach that you developed in 
H. R. 13707 ¢ 

Mr, Siarer. Yes, sir; and these have to be approximate figures 
because we arrived at them by taking approximately 80 percent of 
the business and then extrapolating to the total business, assuming 
that the remainder was of the same order of the figures that we 
had. 

The Cuatrman. Is this based on 1958 ? 

Mr. Starter. No, sir; 1957. Nineteen fifty-eight figures are not 
available. The amount of money that was actually collected, from 
the figures we have from industry, was $292 million. 

The Caiman. That was under the stopgap ! 

Mr. Starter. That is correct. If you excluded from that figure 
the amount of investment, the tax that was paid on the investment 
earnings of pension funds, you would come down to $241 million. 
If you excluded further from that the other discriminatory items 
on annuities and deposits it would have been $198 million. 

The CuHarrman. Do I understand, then, that your total income 
approach bill H. R. 18707—— 

Mr. Stater. Would produce $252 million by our estimate. 

The Cuarrman. Would have produced in 1957 $252 million? 

Mr. Siater. Yes; and if these discriminatory items were removed 
there would have been collected $198 million, and, of course, this, 
I might say, Mr. Mills, does not take into consideration the transition 
period. This assumes that the full tax will go into effect imme- 
diately. 

The CuHarrmMan. You don’t have any estimate, then, on 1958 ? 

Mr. Starter. There are no figures available, sir. 

The Cuatrman. No; but we have been guided sometimes by guesses. 

Mr. Starter. I could give you a figure for 1956 and 1957 and you 
might extrapolate on them. 

The CuamMan. Give us the figure for 1956, then. 
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Mr. Starter. Nineteen fifty-five is $201 million. Nineteen fifty-six 
is $249 million. 

The CHarrman. Pardon me. As you do that, give us what we 
actually collected in those years, 1! 55 and 1956, under the stopgap. 

Mr. Starter. In 1955 there was collected $189 million. If you 
exclude the discriminatory items that we are talking about, there would 
have been $131 million collected ; aie the total- receipts approach, 
had H. R. 13707 been in effect, $201 million compared to the $131 
million. 

In 1956, $265 million is the figure that was actually paid, $181 
excluding the discriminatory items, and $249 is what would have 
been paid on the H. R. 13707. ; 

I have already given them for 1957. If you wish, I will repeat 
those. 

The Carman. No, sir; but let me ask you this question: On the 
basis of that information, would the committee be safe in assuming 
that if we applied H. R. 13707 to 1958 we would derive less revenue 
from the industry as a whole than we would by the mere continuation 
of the stopgap proposal of 1955 for 1958? 

Mr. Starter. If you take into consideration the items that we con- 
sider to be discriminatory, such as the tax that we are paying on the 
earnings of pension funds, on insured plans or not, yes, there would be 
less money collected, but it is only because of the elimination of these 
items of discrimination. 

The CuHarrman. Gentlemen, let me ask you this: Are we being 
realistic? The Treasury has said not on the record, but I have been 
told, that the President will include in his budget this time as a reve- 
nue item the amount of money that would be derived from the insur- 
ance industry under the 1942 law because that is the only law by which 
he has to judge what you might pay and that would be ‘approximately 
$500 million for 1958. 

Are we at this particular point being realistic in our suggestion 
that we could obtain public acceptance of a proposal that would 
actually bring in less money for the 1958 calendar year than a mere 
continuation of the stopgap proposal of 1955 would apply to 1958, 
when already it has been said by the Treasury in the course of these 
hearings that they would not favor a continuation of the stopgap pro- 
posal, presumably because it does not get enough revenue. 

If it would get $300 million in 1958, or some thing around that, may- 
be a little more, and we come forward with a solution that is even less 
than that. in the face of the circumstances that exist, are we actually 
being realistic ? 

Mr. Dawson. Mr. Chairman, I think that comes back to why we 
put in an amendment. If you take our studies which we tried to lay 
before you here and try to give relation to live insurance policyholders 
as against other forms of savers. it seems to me it becomes pretty clear 
that we are willing to disregard precedence and start off on the fact 
that our policyholders are being taxed more than they should be. 
That seems to be confirmed any way we look at this. Any time we 
make a study—and compared to the Canadian system, for example, 
the Canadian system has mutrs! policyholders and not taxed at all, and 
hy the way, those are people with which we compete, too—any analysis 
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we make brings us up to the point that we are paying more taxes than 
we should. 

You have seen the charts and you have seen the demonstration. 
That is what made us believe that we should form a group and try to 
bring our case before the public, because we feel, as you do, that the 
public must have some acceptance of what we do. We have tried to 
talk to the press. We are trying to let our policyholders know that 
we are here in a position which needs undet ‘standing and if the public 
understands what we are doing and our position, we believe it will 
have acceptance. We believe the Congress will give us acceptance 
of it. 

On the other hand, we do not believe and we haven’t believed, we 
haven't been so naive as to believe that where our studies show that we 
should pay much less tax, we can hope to reduce the tax from where 
it is today. History, precedence, and tradition, and needs are taken 
into consideration and the tax burden is gotten up to a certain point. 
Therefore, when you say why did we ¢ reate the minimum, we created it 
because we knew that we had to meet what the present tax was, what 
it was last year, and what it might be hoped to be this yea 

To go back to 1942 isa purely legalistic concept. it was abandoned 
18 years ago because it was in: :dequate and inequitable and it is a 
wholly legalistic thing to go back to there and not meet the current 
analysis that we think this committee will give it, so we do believe 
that the Congress and the people will accept a tax which is approxi- 
mately the same. We don’t say it has to be on the nickel what it is 
today, but we believe that they will accept a bill which will bring in 
at least substantially the same as is being brought in today with “the 
demonstration that it will lead to increased taxes as they go on now, if 
we bring the picture to them that this is a fair tax to mutual policy- 
holders, and we do have confidence in that. 

The CuarrMan. Mr. Dawson, do not misunderstand me. I do not 
blame any taxpayer at any time for pointing up to the Congress the 
desirability of paying less taxes. I am sure that all of us realize 
the virtue of paying less taxes and having more left out after we get 
through with all other expenses to use for our own enjoyments, and 
our investments, and our own savings. However, what I am concerned 
about at this point is the fact that the public itself cannot understand 
statements which are made by the industry to the effect that only 
about 70 percent of its investment income is actually needed to carry 
out its contracts and then contending that only a half or less of the 
remaining 30 percent should be subjected to tax. 

I think the public has some difficulty in understanding why. You 
make statements as an industry that you only require so much of what 
you make through investment each year to carry out your contract. 
Why then does not the C ongress tax the remainder of it just like it 
would tax any other corporation ? 

Mr. Suater. I think it is because the public has not been educated 
as to what this excess interest theory is. It only takes in net invest- 
ment expenses. There is no corporation in the world that I know of 
that is taxed on any similar basis, if you only take in a part of the 
expense of the corporation. 

If you take in other expenses, obviously then you would have 
another approach to even the excess interest theory, but we have tried 
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to go to the public, not on the excess interest theory, which we dis- 
believe, we have been trying to go to them on the basis of analyzing 
the point that the mutual “life insurance company is an investing 
agent for groups of individuals. We find that when we talk to the 
press—we "would talk to the public; we would talk to our policy- 
holders who inquire about it—if they will sit down and listen to 
us for a while they accept that viewpoint and we have tried to have 
that viewpoint developed, so I think that the viewpoint we express 
is an acceptable viewpoint. We wouldn’t think to explain it on the 
excess interest theory, because we don’t believe that is a believable 
theory. 

The Cuarrman. All right, let us for the moment ace ept your phi- 
losophy, that is not a believable theory, but still you point out when 
you file your statements, for whatever reason you file them, that you 
do have earnings from investments that are excessive to your needs 
to complete your contract, and they represent such and such a per- 
centage for the industry as a whole. 

Do} you think that we can sell the American people or the Congress 
ona proposal taking the total income approach, which includes invest- 
ment income and perhaps some other things, if we are going to come 
out with a basis that shows less to be taxed than if we stick solely to 
the investment income theory? How can we justify that? How 

can we make them believe us when we tell them that ? 

Mr. Suater. I think we can make them believe it by telling them 
the story. One of the things you say are our conventional statements 
themselves, and today if you look at those convention statements you 
will see that most companies have what they call a loadings deficit. 
It may be true that their interest earnings are going up, but as against 
what they have taken out of that premium in order to pay their 
expenses, whereas they used to show a gain of 8 and 10 million 
dollars in a company like ours, now we show a loss of 8 or 10 million 
dollars, so that as time goes on our expenses to run the business are 
increasing commensurately with the increase in our interest rates, 
but the excess interest theory completely ignores the fact that our 
actuaries in working out our solvency and our ability to show earn- 
ings must offset these losses of earnings by the interest gains. 

That is shown in the convention statement, but I don’t refer to it. 
We are prepared to answer almost any question of that kind that the 
public asks us and demonstrated good faith of our proposal. I agree 
that it is very hard to get this story across to the public, but it is an 
honest story and when we have an opportunity to talk to anybody 
they believe it. 

I think the press reception of what we have been saying in the last 
4 or 5 months era that. 

The Cuatrman. I don’t know, but you have an excellent oppor- 
tunity to get it over to us right here and I will be frank with you, 
you have not done so as far as I am concerned. 

Mr. Mason. And not to me and I think I am about the average 
intelligence of the people of the Nation, and if we can’t get it over 
to me with all this opportunity and all this explanation, how in the 
world do you think we can get it over to the general public? 

That is the question that came up yesterday. It has come up today. 

The Crarrman. As I said, Mr. Dawson, in my opening statement, 
when these hearings began, all of us are cognizant of the desirability 
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of having life insurance. We appreciate the social implications that 
are involved and the economic implications. None of us want to do 
anything except to permit this industry to continue to operate, but we 
are now working in a situation wherein we must determine, if we are 
to write permanent legislation, that the industry will also bear its 
fair share of the tax burden that is so great. I am concerned with 
the question of what the industry is in position to pay and how best 
to enact a formula to get that from the industry. 

I know that I can’t go in good conscience to the House and tell 
them that I am not suggesting to them, as I am not going to do, an 
extension of the 1955 stopgap, but, lo and behold, we have been 
able to develop a substitute for it that is good and the only reason 
I can tell them it is good is that it requires the industry to pay less 
money. 

I am not going to sell anything like that to the House because they 
are reasonable men. I have reached a conclusion after listening to 
you folks this morning and listening to the group yesterday after- 
noon that there is so much bad about both of these approaches that 
maybe the Treasury suggestion is right, that we need to take half of 
zach one and put them together, but I say I have not reached a defi- 
nite conclusion on that yet. 

Mr. Kroc. Mr. Chairman, may I throw this question out to who- 
ever wants to answer it. By your reference to the charts with respect 
to other forms of thrift institutions, am I correct in assuming that 
you are not here today advocating any modification of existing law 
with respect to those institutions ? 

Mr. Dawson. We are not, no, sir. We merely feel that they are 
a limit of measurement of a fair tax on us, 

Mr. Keocu. With this reservation, do you not agree that reasonable 
reserves against losses should come before taxes and not out of tax 
paid income ? 

Mr. Dawson. Yes, sir. 

Mr. Krocu. And the fact of the matter is that with respect to 
many of the other forms of thrift institutions, they are faced with 
the legal requirement by their regulatory agency to set up reserves, 
and the provisions of the 1951 act do not apply until they have set 
up what the regulatory agencies concede to be reasonable reserves ? 

Mr. Dawson. I think the comparison there is that so far as what 
we call a contingency reserve is that the regulatory authority doesn’t 
say how much it should be. It merely says it must be not more than 
10 percent and the trustees of a mutual life insurance company are 
compelled to set up that contingency reserve before it declares any 
dividend, leaving it within the area of 10 percent of what that should 
be. 

Mr. Krocu. And similarly, any other tax of thrift institutions. 
They are under the requirement to set up reserves before any dividend 
or interest may be paid. 

Mr. Dawson. I think it is comparable, yes, sir. 

The Cuamrman. Mr. Mason. 

Mr. Mason. Mr. Magill, I have always understood that you felt that 
co-ops did not pay their fair share of the tax load. That has been my 
understanding over a good many years. Your brief today points out 
the exact opposite philosophy as it applies to mutual and stock insur- 
ance companies. 
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How can you have those two divergent philosophies on the taxation 
of these companies? How can you justify your brief today with your 
attitude yesterday on practically the same problem ? 

Mr. Maer. Congressman Mason, I can easily understand your 
difficulty there and this is one thing I think clearly we must explain. I 
think the two cases are very wide apart and I am sorry if our people 
here confuse the two. In the case of a cooperative it is my understand- 
ing that there is no question that the cooperative corporation makes 
money. Its contention before you has been in substance, I believe, that 
if the profits which the cooperative corporation has made are then 
distributed to its members, there should be no tax on the corporation on 
those profits. 

I think that is their net contention. What we have tried to say here 
is this: Allow mutual life insurance companies simply the same de- 
ductions which you would allow any industrial corporation, and the 
ker nel there is: allow in particular the deduction for the interest earn- 
ings which must be laid out under their contracts with the policy- 
holders. 

If the deductions are allowed which the Secretary of the Treasury 
has spoken for and we have inserted in 13707, there is little or no in- 
come left to be taxed to the company or to state it another way, the in- 
vestment income really belongs to the policyholder. 

He is getting it under a contract for which he is paying money, so, as 
I see it, the case is quite different from the case of the cooperative. 
The cooperative member receives the distribution from the cooperative 
corporation in essentially the same way that a stockholder receives a 
distribution from a corporation. 

The policyholder in a mutual company receives what he gets by 
virtue of his contract with the company that the company will lay up 
these amounts for them and pay them at his death. 

Mr. Mason. In your brief, Mr. Magill, I paid particular attention 
to your argument that the profits of a “mutual life insurance company 
should not be taxed at the 52 percent for the right of doing business, as 
most taxes are. We tax the corporations 52 percent for the right of 
doing business as a corporation. 

Now, then, you say if you are to be taxed at all you should be taxed 
on the basis of the individual taxes because those profits all belong to 
the individuals or patrons, and you shouldn’t just be taxed at 52 per- 
cent. Your organization is doing business exactly the same, the same 
kind of business as the corporations or stock companies are doing and 
they are being taxed 52 percent for the right to do business, mainly 
asa corporation. Why should you not be taxed in the same way for the 
right to do business as a mutual association ? 

Mr. Macriu. I would agree with you there, Congressman Mason, 
entirely. The point we are trying to make is that the c ontracts which 
the mutual company has with its policyholders, well, it is aa kind 
of a contract: I agree to pay a premium of $100 or $200 a year. The 
company agrees to pay my widow $10,000 when I die. The compaily 
therefore must lay up the premiums which I pay plus the interest 
which it can earn, in order to enable it to fulfill its contract which it 
has with me. 

Mr. Mason. The same thing is true of a stock company. 
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Mr. Maeiix. Sure, as far as the insurance contract is concerned. 
! It is the same thing. As you know here, my whole argument was that 


so far as mutual life insurance companies are concerned, the only 
income that there is is the net investment income. I am talking about 
mutuals. I am not talking about stocks, but, pro tanto, it is true of 
stocks, too. 
The point that I hope you see, at least the difference as it seems to 
me, and that I am trying to bring to you, is that the mutual policy- 
holder receives whatever he receives or his widow receives, whatever 
she receives by virtue of a contract with the company which calls for 
him to deposit so much and the company will then pay so much. 

On the other hand, in the case of the cooperative or in the case of 
a the stockholder in an ordinary corporation, what is received there is a 
> distribution of earnings, not a payment pursuant to any contract. 
e Mr. Mason. The tax, however, basically is for the right of doing 
. business either as a mutual association or as a corporation. 
- Mr. Maarii. The tax for the privilege of doing business as far 

that goes is ordinarily State tax, because the State usually gives us 

y the privilege of doing business. "We are paying that kind of a tax 
- in the premium tax tod: ay. That is, I suppose, essentially the basis 
- for the premium tax, the tax for the privilege of doing business as a 
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company. 
s Mr. Mason. I am still in the dark on this problem as to what we 
., should or must do and I can’t understand it. Mr. Magill, I knew your 
e dad very well when he was superintendent of sc chools at Princeton, 
Iil., and I was superintendent at Oglesby, Ill. I think he considered 
that I had average intelligence then, and I still have it, I think, so 
y if you can’t sell your point to me, how in the world are we going to 
p sell it to the general public? That is the question that bothers our 
' chairman. It 1s the question that bothers all of us. 
n | Mr. Maceiiu. You bother me very much. I wish my father could 
y be here to make his argument. Perhaps he would have more effect on 
is you. 
f | The CHarrman. Mr. Curtis will inquire. 
Mr. Curtis. This is one aspect of the thing that does not bother 
d me. The only thing that bothers me is that the witnesses have not 
0 advanced it in more cogent terms, although you have pointed out, I 
r- feel, in many instances “the differential that exists in the method of 
1e taxation of this kind of enterprise. I heard you reiterate the position 
d of how the industry is taxed at the State level, and this presentation 
lv of Mr. Bell I thought was excellent in demonstrating the manner in 
1e which we tax other savings institutions. Perhaps one way I differ with 
my colleagues on the committee and the Treasury is I am perfectly 
nh willing to give a preferential tax treatment to savings institutions, 
h partic sul: ily those that deal in fixed dollars, as insurance does, and 
id savings and loans do. 
he As the result of the impact of inflation on those savings, so as far as 
iV I am personally concerned I think I can justify a differential treat- 
st ment of savings institutions. I think if properly explained to the 
it public the public would be very disturbed if they felt that the savings 


institutions were going to be ts axed in an equal manner to cor porations. 
But the one thing that does disturb me about the presentation today 
is, it seems to me, the failure to understand what is the 1955 theory of 
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taxation of life insurance companies. It wasn’t due to capriciousness 
that we took an industry average. It was because, at least as far ag 
I am concerned, we were determined to do the vest we could to see to it 
that the States continue to regulate life insurance companies and not 
the Federal Government. 

Now as soon as you abandon that pr inciple, why, sure, you can come 
in here and make all sorts of suggestions. I m: uny times said that if 
we wanted to go to Federal regulation of life insurance companies it 
wouldn’t be too difficult to firure out adequate tax laws for them, but 
as long as we adhered to the principle the States were to do the regu- 
lating, we had to be extreme Ty ‘areful in how we set up our Federal 
tax code because through the tax laws we could actually be influencing 
business judgment. In the presentation that has been made here all 
of these various deductions including the new ones, are going to re- 
quire Federal standards and it is going to require in effect Federal 
regulation of the life insurance companies. 

‘T don’t see any other way out of it. If we are going to go to that I 
personally would much prefer to do it directly rather than through 
our tax laws, to go ahead and set up a Federal agency to regulate life 
insurance companies, and then we can conform our tax laws to the 
policy decisions made, I would like to ask the question if you do not 
agree in setting up these various deductions which you have proposed 
on page 2 of Mr. Slater’s statement, that all of these various items of 
one tion are going to require some sort of regulation of the Bureau 
of Internal Revenue. 

Mr. Stater. As I understand it, Mr. Curtis, if I may speak to that 

] 


partacular point, the bill itself, ri. ee. 13707, states that those items of 


reserves that are deductible are those items of reserves that are re- 
quired by the State supervisory authorit ties. 
Mr. Curtis. Yes, but you are adding some others. 


Mr. aay r. The only one that we are adding is in effect an allow- 
ance for surplus and that is an -item that the States require us to 


maintain. ‘The “ one that we have added is this item of an allow- 
ance for surplus, which is a tax deferment which is determined in spe- 
fic amounts as to what they are. 
Mr. Curtis. Then your theory would be th: at the Bureau of Internal 


Revenue would simply take that particular regulation that applied 
to a particular company and apply that. I suggest that these prob- 
ably are going to go to Federal standards. | think they would have 
to. 

Mr. Starter. I suppose this is one of the things that is under consid- 
eration at the present time, anyway. I am not suggesting it, however. 

Mr. Curtis. It seems to me, though, that, assuming you go to this 
individual business theory instead of taking industry average, which 
I don’t like, either, and I much prefer to have it on’a company-com- 
pany basis, but when you go to this business of taking it on that basis, 
the Federal Government is going to have to go in on a regulatory 
basis and actually will be regulating these items. If we did that, as 
I say, I think we can figure out the tax law. 

As I figure, the theory, and I might expound it for what it is worth, 
behind the 1955 law was that this was an industry average we were 
using, 85 percent, and it was tied to the 52-percent corporate tax, 
although not in so many words. I would have liked to have actually 
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tied it, because then, as we might, I hope, someday reduce the cor- 
porate-income-tax rate, we wouldn’t have to mess with this life-insur- 
ance-tax law. It would go down automatically with the corporate 
rate. 

However, the 85 percent was very deliberately made liberal, and it 
was made liberal, as far as I was concerned, for various reasons. 
First, I didn’t want specifically in the law a deduction for what on 
State taxes were, because that would be an invitation for further tax: 
tion on their part, but certainly it was given considerable weight fr 
this liberalization. 

The second feature of the liberalization came, in my judgment, at 
any rate, from the fact that we knew that other savings institutions 
were receiving what I would call preferential treatment, and, in my 
judgment, at any rate, properly so. 

It did relate to something that is economically fixed, that is, related 
to the free investment income. The figure used, 85 percent, was lib- 
eral, as has been pointed out. I think the industry average now is 
around 70 percent. It is possible it is too liberal, and I have always 
maintained that any differential or preferential treatment in the tax 
law ought to be reviewed constantly, and it may be that that could 
come down. But the test is, 1 would say, has it produced more reve- 
nue and been related to economic growth of the industry? I notice 
that the thought was expressed that the 1955 law did not work, and 
yet it was merely a statement. I would suggest it has worked a lot 
better than many people realize, because the revenue obtained has 
goneup. The Federal Government has gotten more revenue each year 
out of the 1955 formula. 

It jumped from 1954 to 1955 from $158 million to $189 million, and 
then in 1956 it jumped to $265 million, and in 1957 it jumped to $292 
million, and I suspect that 1958 figures, if we would anticipate them, 
show a further increase. 

At the same time, the State taxes which are based on premium, 
which demonstrates the amount of business being done, which is a 
pretty good indicator of whether or not we are measuring something 
economic, went up from $177 million in 1954 to $189 million in 1955, 
$206 million in 1956, to $223 million in 1957. Actually the 1955 for- 
mula was producing a little bit more revenue in comparison to the 
amount of business being done, which indicates that it has been a 
pretty good economic measurement. Now let’s take this in comparison 
to what we were deriving from corporate taxes. From 1954 to 1955 
there was a tremendous decrease. This was a recession year. In 1954 
it was $21 billion, 1955 it was $17 billion, and in 19 56, where there 
was increase in the insurance and the insurance increase went up about 
the same, all corporations went from $17 billion to $20 billion, but from 
1946 to 1957 corporation tax revenue only increased to $31 billion, 
while the insurance increased from $189 million to $265 million. Then 
in 1958 there was a decrease, while there would be an incerase under 
this formula of insurance taxes. 

It seems to me that we have got something that is sound economically 
if we will recognize what we have to do. I will make one other com- 
ment. This is not the only instance in our tax laws where we have 
had to go to industry average because of the complexities involved 





178 TAXATION OF THE INCOME OF LIFE INSURANCE COMPANIES 


and because of the desire not to use the tax code to regulate business 
judgment. ; 

The whole complex laws set up on any industry average in my 
judgment need looking at again. The 12 percent that we permit on 
savings and loans and banks is theoretically an industry average. | 
don’t like industry averages but when we get to a point where we 
are confronted with either Federal regulation or some flexibility 
through an industry average, it is my inclination to go to the industry 
average and then constantly review it to be sure that it is not out of 
line. Really, I am quite disappointed that the entire industry has not 
come in here and pointed out the logic of what we then thought, 
including your industry, in 1955 was a fairly intelligent tax method of 
taxation of life insurance companies. For from proving to be unsatis- 
factory, it has proved to be highly satisfactory, I would say, in relation 
to measuring economic events. I would further say that I regret ex- 
ceedingly the Treasury’s policy of using a gun, as it were, simply be- 
cause we had a poor law in 1942, which everyone recognizes, which in 
certain years produced no revenue at all, showing that it wasn’t meas- 
uring anything economic. Just because that same crazy law nae 
in 1957 and 1958 to take an additional $100 million or thereabouts 
from the insurance industry is no basis for using that as a basis upon 
which to hold hearings to determine what should be done on a perma- 
nent basis. If the life insurance industry is just bowing down because 
of a gun against their head, I deeply regret it. It may be that there is 
no other course out. 

What I have to say is regrettably only one view of the 435 Members 
of the Congress and probably these views would not prevail but, on 
the other hand, I would hope, if this is right and these theories are cor- 
rect, that we fight for them instead of bowing down under them. 

Mr. Dawson. May I answer that? 

Mr. Curtis. Yes. 

Mr. Dawson. I don’t think it has been the position of the industry 
at large, of the great majority of companies, that if the 1955 law had 
become a permanent law, that subject to some modifications it might 
not have worked. I think what has disturbed the business is there 
has been some criticism of that law and it has never been treated as 
something to be made permanent. In effect Congress, perhaps the 
Senate more so than the House, had treated it if it were not something 
to be permanent; and the Treasury has added to that. The Treasury 
at that time came in and would neither refute it or endorse it and to 
this day the Treasury doesn’t seem to know what they want. They 
want more money, but they don’t know how they are going to get it. 
If this law had been modified and if it were modified today in a way 
that would curb some of the criticism—the criticism I think quite 
frankly lies in the fact that some of the underwriting profits that go 
to the stockholders of stock companies are not taxed. Mr. Adams men- 
tioned that yesterday. I think anybody recognizes that that is some- 
thing that probably should be fixed up. I think the Canadians have it 
and perhaps we should do it. I do believe that the failure of that law 
to make a deduction for group pensions, which created an inequity—— 

Mr. Curtis. Our bill did that. The bill in the House had that. 

Mr. Dawson. That is right and the failure to deduct for annuities 
was that the policyholders pay and the companies pay it. That has 
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always bothered everyone in the industry that has to compete and 
has a sense of equity. That has been another thing. Then there have 
been these credit companies that have come up, where they have no 
reserves and no investments, but all they have is a great deal of profit 
coming in. They make these profits and they pay them out to their 
parent companies and we see that and that creates a great deal of 
— 

Mr. Curtis. That is right, and I do not think I could agree more 
that we need to do something in that area, but that does not ‘mean 
that the basic approach has not been right. - I think the basic approach 
is still there. Sure, the criticism has come from the area of the stock 
companies and a great deal of it comes from what people read in the 
newspapers about ‘the amount of profits that might be made by buying 
stock company stock. I would suggest that a lot could have been done 
by the insurance industry to make the investors of this country aware 
of the fact that they were not going to make those profits. 

One way to do is to take a look at the lawsuits that occurred when 
a stock company wanted to mutualize or effect a merger and find out 
what the courts have said, how much of the surpluses actually went 
to the stockholders and how much were required to be put into reserves 
for the policyholders. Right off the bat the public would find out 
that these amounts that the stockholder is supposed to realize are 
highly exaggerated. Some things in this area, though, in my judgment 
need to be corrected. I think the suggestion has been made, and a 
very good one, that we probably should tax at the point at which 
there was a transfer made from the company to the stockholders, and 
thereby measure profit. I do not believe we could measure it before 
then because of the complexities of the business. 

Mr. Dawson. That is what is known as the Canadian system. 

Mr. Curtis. Yes, but here today there has been no defense of the 
basic theory that we worked so hard to produce in 1955. There is just 
a blank statement made that it hasn’t worked. It seems to me that 
this has basically worked except that the public and we in Congress 
have had called to our attention some of the things that we did not 
catch up with and some of the things that we should catch up with, and 
if we do it would seem to me we would have a pretty good job. 

The other alternative is the one that you suggest here, and I say 
it means ultimately Federal regulation. Yes, wecandothat. I think 
we can easily write a tax code if we determine that we are going to 
regulate the insurance industry at the Federal level. I have resisted 
that to date because I do not think it is to the good of our society, 
but I think if you analyze the suggestions you “have made, that is 
what you really are suggesting that we do. 

Mr. Dawson. We think there is a problem there, frankly. 

Coming back to your question as to why we feel apart on that, I 
think one of the reasons was that it always seemed to be subject ‘to 
upward manipulation. There was no stability to it. It is true you 
took the 15 percent, but everybody was crying that the excess interest 
should go to the logical conclusion. We knew if that happened we 
would get further and further away from what would be an accept- 
able and livable tax basis. We were afraid of that bei sing maneuvered 
year by year higher and higher. 
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Mr. Curtis. But your absolute figures here look pretty good. In 
fact, I would say that the Treasury ‘Department had nothing to criti- 
cize. They have done very well by the 1955 formula. The people 
that I would think that might be critical of it would be the i insurance 
industry inasmuch as it is a little bit more than the increase in State 
taxes on premiums, which measure the amount of business being done, 

Mr. Dawson. As we said at that time, Mr. Curtis, we said we could 
live with that and I don’t think anybody retracts that. I think our 
fear was that we would have to live with a great deal more and then 
our studies showed that since we were living with something that 
seemed to be the extreme limit, we were very much worried about 
going to something that could press us on to higher and higher tax 
which in my judgment would mean the beginning of the decline of life 
insurance business in this country. 

Mr. Curris. I will tell you one of my greatest fears, and that is 
why I am opposed to Federal regulation. It would tend to destro 
the new growth in the industry. The new companies coming in which 
provide the base of the competition. Federal regulation means prac- 
tically the drying up of new growth, as I see it. A small company 
couldn’t cope Ww ith a Federal regul: tory body. The larger companies 
of course can live with it and so ultimately the industry would be 
concentrated in a few large c companies. 

I don’t think that is good for the future of insurance. I think the 
insurance industry has done a magnificent job for our society and I 
think our society generally appreciates it. It is a breakdown of com- 
munications with them as to what has been going on at the Federal 
tax that is creating most of the difficulty. 

I read the Senate hearings and I regret the demagogery existing, 
but there it is and it is important to get ‘the true message to the people 
as to what actually is going on in this area. 

The CrarRMAN. Anything further ? 

Mr. Baxer. You might call this a basic question and it could be 
that yoru answer would be that it has already been answered by dozens 
of pages of testimony, but it isn’t to my satisfaction. 

The whole theory of corporate taxation is to levy a uniform rate 
upon net income. We all agree on that. Now, the representativ es of 
the mutual companies say that your sole ine ome is investment income. 
Am I correct on that ? 

Mr. Suiater. Yes, sir. 

Mr. Baker. That your sole income is investment income. Then 
basically—and as our chairman says, this is for information only, and 
certainly not an indication of my position—why wouldn’t this uni- 
form corporate tax simply be applied to all net investment, free in- 
vestment income ? 

Mr. Maer. I think it would be entirely appropriate to apply the 
corporate tax to what is really net investment income. What we are 
saying is that the net investment income is the investment income 
which is left after the application of the procedures needed to keep 
up the company’s obligations to the policyholders under the contract. 
In the case of a mutual company there is little or no net left after you 
make that deduction which you would make in the case of an ordi- 
nary industrial corporation. 

Mr. Baxer. Therefore, you must be paying little or no tax? 
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Mr. Macitzt. What I tried to show in my part in this presentation 
was so far as I can see the only legitimate tax which could be imposed 
in my V iew on net investment income is a tax at the source upon such 
income which is being applied for the benefit of policyholders. In 
making that prese ntati ion what we were attempting to do was to show 
you that, as you might say, the upper limit of the tax would be a tax 
at the rate of about 15 percent on aa total net investment income 
which the companies have, and that can be collected at the source 
from the company. 

Mr. Baxer. Mr. Magill, why not just levy a uniform corporate 
rate on an individual company’s net investment income ? 

Mr. Macitx. That is the whole purpose of my presentation, to show 
that it is not subject to the corporate rate. If General Motors earns 
$100 million, but it is obligated to pay $100 million in interest on its 
debentures, it has no net income subject to the corporate tax. We all 
agree on that, I am sure. 

Mr. Baker. Yes. Of course, I realize that mortality tables are 
averages, of course. We all know that. However, all that has been 
taken into account as to what amount your company takes to carry 
out your contracts. As of last year it took 70 percent of your income 
to carry out your contrac ts, and that leaves 30 percent. Why not tax 
the 30 perce nt 4 

Mr. Lyons. M: ay [ spe: ak to that, Mr. Baker ? 

Mr. Baker. Yes, sir. 

Mr. Lyons. I think it is basically wrong to say that it takes only 
70 percent that is the Saint I tried to get across—to carry out our 
contracts. We are required by the terms of our contracts to pay 
whatever interest we make over the valuation rate in dividends to our 
policyholders. That is a policy provision, a contractual provision. 
The State agencies which regulate us check on it at each examination. 
The basic difficulty with this free interest theory is simply this: You 
have a conservative actuary who chooses to use 2 percent and another 
one who uses 314, and that changes the whole result. 

Mr. Baker. I know that. That isthe answer. It takes all of those 
facts. 

Mr. Lyons. Yes, of course. 

Mr. Baker. That is all I have. 

The Cuarrman. Are there any further questions? If not, we 
thank you gentlemen for coming to the committee and giving us your 
views on this subject. Thank you very much. 

The committee adjourns until 2 o’clock, without objection. 

(The committee received the following letter :) 

MUTUAL OF NEw York, 
THE MuTUAL Lire INSURANCE COMPANY OF NEw YorK, 
New York, N. Y., November 20, 1958. 
Hon. Wiieur D. MILs, 


Joint Committee on Internal Revenue Taxation, 
House Office Building, Washington, D.C. 

Dear Mr. Mitts: At the recent hearing, you asked why we believed a return to 
the 1942 law to be improper. 

Entirely apart from the reasons why the excess interest theory in itself 
is an inequitable and improper basis of taxation, I would like to point out that 
there are several reasons of great practical import why a return to such law 
would be extreme. These may be summed up as follows: 

1. It does not permit any deduction for interest on reserves for annuities, 
supplementary contracts, and moneys on deposit in which the policyholder 
himself pays the tax, thus imposing double taxation. 


1 
B 


exo hageesin ss 





182 TAXATION OF THE INCOME OF LIFE INSURANCE COMPANIES 


2. It does not deal with the question of group annuities where it ig 
conceded an inequity exists between insured pension plans and self-admin- 
istered or trusteed pension plans. 

3. It wholly ignores expenses beyond investment expenses. Many, if not 
most, companies are currently running large expense deficits which are 
being offset by the increased gains from interest. These expenses cannot 
be ignored in any attempt to formulate an equitable law. 

4. It does not give any consideration to State premium taxes. 

5. It wholly fails to recognize the excessive tax imposed upon life insur- 
ance policyholders as compared to other forms of institutional savers. 

All of these points could be amplified but it seems to me they do point up 
quite clearly the inequity of any major increase in tax, such as would be pro- 
duced by the 1942 law or the “surplus-income” theory. 

The so-called “surplus-income” theory which has been suggested for a possible 
basis of compromise seems to me to be an entirely superficial and theoretica] 
attempt at producing a result satisfactory to the Treasury in dollars. Where it 
falls with undue impact upon a particular company, such as the one I represent, 
it would be subject to constitutional question as neither a true measure of income 
nor giving equal protection of the laws. Its imperfections were clearly stated 
in the testimony of Dan Lyons, as a member of our panel, but they go even 
beyond such objections in their arbitrary effect. I would believe that, entirely 
apart from its general inacceptability as a basis of tax, that this constitutional 
question should be enough for the committee to view any use of it as a compro- 
mise solution with great caution. 

In any rationalization of the conflict between stock companies and mutual 
companies, if it is to be made so as to reach hitherto unreached underwriting 
profits, it would seem to me that it would be far better to proceed with a com- 
bination of known factors rather than to enter into the unknown and constitu- 
ional aspects such as has been proposed. In this respect I personally would 
think that you might consider some combination of the original Curtis-Mills bill, 
with proper modifications to reach speciality companies, and the imposition of a 
tax at the point between surplus and distribution to stockholders in ordinary 


stock companies—with possibly a maximum surplus limitation to prevent undue‘ 


accumulation of surplus. Such a combination would proceed along lines of 
taxation with which we have had some experience and would not combine two 
new and untried fields—combined only on the basis that neither of them in 
themselves appeared to be satisfactory to your committee. 

I am writing this letter on a personal basis and not as chairman of my 
committee because I have not had time for any consultation and realize that 
time is of the essence in your deliberations. 

Sincerely yours, 
Louis W. Dawson. 

(Whereupon, at 1:15 p. m. the committee was recessed to reconvene 
at 2 p.m. the same day.) 


AFTERNOON SESSION 


The CuatrmMan. The subcommittee will please come to order. 

Our next witness is Mr. Davis, president of the National Life In- 
surance Company of Vermont. 

Mr. Davis, for the purpose of this record will you identify yourself 
by giving us your name, address, and the capacity in which you 
appear ? 


STATEMENT OF DEANE C. DAVIS, PRESIDENT OF NATIONAL LIFE 
INSURANCE COMPANY OF VERMONT, ACCOMPANIED BY W. JAMES 
PREBLE, A COMPANY ACTUARY 


Mr. Davis. My name is Deane C. Davis. I am president of National 
Life Insurance Company of Vermont, a mutual company organized 
109 years ago; a company with slightly over $2 billion of insurance 
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in force, upon the lives of approximately 250,000 policyholders. I 
point that out merely to indicate that it is not a big company and not 
a small company, but a middle-sized company. We have no group, 
accident and health, or industrial business. 

I should like to introduce to the members of the committee here 
today my company associate, Mr. W. James Preble, who is an actuary 
by profession, who has helped me in the preparation of some of the 
figures that will be given here and can also help me if I get into any 
trouble on actuarial questions. 

I would like, Mr. Mills, and gentlemen of the committee, to make 
it abundantly clear that I am testifying here today solely on behalf 
of my company. I emphasize this, because during the present year 
I have acted as chairman of the industry joint committee on Federal 
income taxation of life insurance companies. I do not want any mis- 
understanding. That committee, as such, has no official position here 
today. ‘Two of its constituent elements, namely, the American Life 
Convention and the Life Insurers Conference, are each being sepa- 
rately represented by witnesses of their own choosing. The board 
of directors of the Life Insurance Association is on record as favori ing 
constructive exploration of all approaches to the solution of this 
problem. 

I would like to say, also, that all of the proposals so far considered, 
including the plan which I am here to support, would raise my com- 
yany’s tax anywhere from 40 to 60 percent. Therefore, I claim to be 
invested with as much objectivity as the mental processes of a tax- 
payer will ever permit. 

I would like to place in the record a few facts which, I believe, are 
indispensable to a proper perspective of this problem. These facts 
point out some profound changes which have taken place in the life 
insurance industry which, I believe, more than anything else, account 
for the divergence of opinion within our industry on this tax question. 
They point out the rapid growth of lines of business which, in 1920, 
were more or less incidental to the main business of most life insurance 
companies then operating. These facts are shown in the following 
charts I and II, headed breakdown of insurance in force in United 
States companies, 1920 to 1957, by amount and percentage, and for 
convenience we have put the same charts up in large form so they 
can be readily seen. 
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(The charts follow :) 


CHART 1. DISTRIBUTION OF LIFE INSURANCE IN Force By TYPE OF INSURANCE, 
1920-57, UNrrep States LIFE INSUR: NCE COMPANIES 
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QuaktT 2, PERCENTAGE DISTRIBUTION OF LIFE INSURANCE IN Force BY TYPE OF 
INSURANCE, 1920-57, UniTEp States Lire INSURANCE COMPANIES 
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Mr. Davis. To illustrate the change which has taken place in the 
constitution of the life insurance business since 1920, the charts analyze 
the business over the period of then until now according to different 
types of business in force. This could be done in any number of ways, 
but I have attempted to classify the business according to those types 
which on the one hand represent contracts calling for the accumula- 
tion of reserves and which depend upon investment earnings for their 
maintenance, and on the other hand, those contracts which are of rela- 
tively short duration or which for one reason or another present 
greater opportunity for underwriting gains than for investment gains. 

Chart No. 1 shows the changes in the life insurance business in force 
over this 37-year period for each of the following classes of business: 

1, Ordinary life and endowment insurance. 

2. Participating industrial insurance. 
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3. Nonparticipating industrial insurance. 

4. Ordinary term insurance. 

5. Group life insurance. 

This chart shows that whereas all life insurance business in force 
has increased during this period and has increased markedly since 
1940, group insurance and ordinary term insurance have increased at 
a much more rapid rate. These classes of business develop small re- 
serves and depend only slightly upon investment earnings for their 
maintenance. 

This is seen in better perspective in chart 2, where the proportion of 
these various types of cadinens in force at one time is shown, rather 
than the absolute amounts. Again it is apparent that, relatively, ordi- 
nary life and endowment insurance, which are those types of contracts 
which call for the accumulation of reserves which produce investment 
income, has decreased in importance from 73.3 perent of the total to 
about 47.5 percent of the total in 1957. 

Group insurance, on the other hand, has increased from 3.7 percent 
of the total in 1920 to 33.2 percent over the same period. Industrial 
insurance, as a whole, has decreased in importance, but nonparticipat- 
ing industrial insurance usually written by stock companies, business 
which historically has produced relatively large net gains, has in- 
creased in relative importance from 1.9 percent in 1920 to 3.9 percent 
of the total in 1957. During this same period, participating industrial 
insurance has decreased in importance from 15.1 percent of the total 
to 4.7 percent of the total. 

Moreover, since 1920, there has been a substantial shift in the writing 
of industrial business from mutual companies to stock companies. In 
1920, 90 percent of the industrial business in force was in 3 large 
mutual companies. Now, only about 55 percent of the total is in these 
companies. 

The charts do not include accident and health insurance and annui- 
ties. The trend in these lines is shown in table 1. 

(Table 1 follows :) 


TABLE 1.—United States life insurance companies, premium income 


[Dollars in millions] 





kat | ‘ 
Annuities | Accident and health 
| insurance 


a a 
Amount | Pereentof | Amount | Percent of 
total total 


$202 | 
232 
265 
310 
364 
419 
473 
565 
679 
817 
, 001 
, 204 
, 561 
, 879 
2,115 
2, 355 
2, 699 
, 126 
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Mr. Davis. A glance at that table shows that the relatively rapid 
growth of accident and health coverage from a percentage of about 5 
percent back in 1940 up to 21.2 percent now, as contrasted with the 
annuities on the other side, which, of course, are heavy in their in- 
yestment element, staying just about the same since 1940, from 9.4 
to 9.5 percent. 

This is further evidence of the trend toward specialization in the 
lower reserve, low-investment-income type of contract. It also 
shows the lack of growth, percentagewise, of individual and group 
annuities. ‘This may well be due, to some extent, to the discriminatory. 
tax levied on insured pension business and the double taxation of 
annuities. 

In 1921, Congress abandoned the total-income approach in favor of 
an investment-income base. That is the reason I have taken 1920 as 
the comparative period, because I would like to make this point, that 
I believe, in retrospect, it can fairly be said that in 1920, when Con- 
gress abandoned the total-income approach, there were then sound 
reasons for doing so. At that time, the ratio of investment income 
to total gains of life insurance companies was reasonably uniform 
among companies. Hence, whatever may be said of the investment- 
income approach as a scientific yardstick for the measuring of income, 
in 1921 it did at least distribute the tax burden among life insurance 
companies with rough and reasonable equity. 

That situation no longer prevails. All of these new kinds of busi- 
ness involve types of coverage in which investment income is low in 
relation to net operating gains and, hence, render inappropriate the 
investment-income approach as a single measure of taxable income. 

These trends have stimulated specialization in the new fields. The 
very fact that life insurance companies have been taxed under an in- 
vestment-income approach has encouraged a high degree of specializa- 
tion on the part of new companies formed and has, to some extent, 
attracted capital into the life insurance business. In some measure, 
the tax situation has accounted for the large number of newly organ- 
ized companies. Likewise, it has influenced many of these new com- 
panies to emphasize coverages that involve relatively small investment 
income. The following table shows the increase during the period 
1950 to mid-1958 in the number of insurance companies in the United 
States, broken down by States of domicile. This shows that the num- 
ber of companies has doubled since 1950, growing from 651 to 1,314. 
(Table 2 follows :) 
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TaBLE 2.—United States legal reserve life insurance companies—Number of 
companies domiciled in each State 


1950 1958 1958 


Adabama _-_- 
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Agrkansas_ 
Oglifornia. - 
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District of Columbia_. 
Florida. 
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Source: Individual State insurance departments. These companies are considered legal reserve by their 
respective State insurance departments, and may not be so considered by all other States. 


Mr. Davis. Historically, there have been only two basic approaches 
to the Federal taxation of life insurance companies: the investment 
income approach and the total income approach. Neither has proven 
satisfactory over any long period of time. Wholly apart from changes 
within the industry to which I have referred, the investment income 
theory has always had some weaknesses. Since 1921 six different 
methods or formulas have been employed in an attempt to properly 
and fairly measure taxable investment income. The principal weak- 
ness stems from the difficulty of computing the interest required to 
maintain reserves. The complication arises because these require- 
ments are not uniform among companies and are based on artificial 
assumptions, in the majority of these cases made years ago. 

[In recognition of this problem, Congress, in the past, has tried 
to. avoid the inequity of using individual company assumptions by 
applying industry averages. “Unfortunately, averaging, itself, has 
produ a a new set of inequities and has been much criticized as in- 
compatible with sound tax principles. For example, companies whose 
reserve interest requirements are in excess of the industry average 
are taxed on a portion of the interest they need for their reserves. 

To these complications has now been added this new and addi- 
tional complication, which stems from the increase in these new cover- 
ages which I have referred to above and which make application even 
more difficult and inequitable. 

Under the type of tax formulas that have been in effect since 1921 
all the tax burden has fallen on net investment income. Since 1942 
the tax has been in direct proportion to net investment income. No 
part of these taxes has been related to underwriting gains. 

[t is clear that under these circumstances a tax will fall with undue 
severity on those companies whose net investment income is large in 
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roportion to its underwriting gains. For purpose of illustration 
have selected two groups of companies and analyzed their ex- 
perience for the year 1957. The first of these is the group of 10 large 
mutual companies. Their experience is shown on table 3. They have 
no stockholders and their net gains, or some part of them, are dis- 
tributed yearly to their policyholders. Their investment income is 
relatively large as compared to their net gains. 

The second group of 30 stock companies write almost nothing but 
guaranteed premium nonparticipating contracts. Their experience 
is shown in table 4. Their investment income is relatively small as 
compared to their net gains. No part of these gains can go to their 
policyholders, and I should like to point out, Mr. Chairman, that in 
the selection of these two groups I did not select them because they 
were mutual, on the one hand, and stock on the other. I selected them 
in an attempt to pick out companies that were high in the invest- 
ment income element, on the one hand, to compare with companies that 
were in the investment element. And I had to select companies on 
that basis, among the stock group and also to use compannies that 
did no participating business at all, even though they were stock 
companies. 

(Tables 3 and 4 follow: ) 


TanLtE 8.—Total gain and net investment income, 10 large mutual companies 


{In thousands] 


Total Net in- 
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TaBLe 4.—T'otal net gain and net investment income, 30 nonparticipating stock 
companies 


[In thousands] 
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Mr. Davis. Now, the totals for the 10 mutual companies show that 
the total net gain after payment of dividends to policyholders repre- 
sents only 14.4 percent of the total net investment income. The 
totals for the 30 nonparticipating stock life insurance companies 
however, show that their total net gains represent 52.8 percent of 
their total net investment income. 

If we assume, as under the present—I was going to say Mills 
law until I found that others are using different ways to put a handle 
on it—I will call it the Mills-Curtis 1955 stopgap law. That should 
identify it, I believe. If we assume that under that law that ap- 
proximately 15 percent of the net investment income is subject to 
tax at the corporate rate, we find that for the mutual companies 
$305,526,000 of total net investment income out of $2,035,504,000 has 
been subject to tax. This taxable investment income exceeds the total 
net gain for these companies. In fact, it is 104.5 percent thereof. 

In the case of the 30 stock companies, however, 15 percent of the 
net investment income of $139,382,000 that is subject to tax amounts 
to only $20,907,000, or nearly $21 million. This is only 28.4 percent 
of their total net gains. Thus the 1955 stopgap law would tax all 
and more of the total net gains of the mutual companies but only 
28.4 percent of those gains of the stock companies. 

This illustrates the inequities that result from any tax law which 
is based only on investment income. The companies with the large 
underwriting gains happen to be usually stock companies, which are 
heavily favored as compared to the companies with relatively large 
investment incomes, usually the mutual companies, but not always, 

An analysis of the operations for 1957 of a small group of specialty 
companies that write almost nothing but credit imsurance is even 
more striking. The experience of five such companies is shown in 
table 5. Their net gains from operations are over 20 times their net 
investment income. If, as before, we assume that 15 percent of their 
investment income is subject to tax, we find that only $194,000 out 
of $26,744,000 of total operating gains have been taxed. This is less 
than 1 percent of those gains which, in the case of this very short-term 
business, arise almost entirely from underwriting. 


(Table 5 follows :) 


Tasie 5.—Total net gain and net investment income, 5 credit insurance companies 


{In thousands] 


Total oper- Net invest- Ratio 
ating gain ment income (1) +(2) 


(1) 


$13, 892 $68° 20. 370 
5, 617 5s 21. 771 
3, 752 245 15. 314 

20. 143 


52. 714 


Mr. Davis. It is clearly evident that there are serious difficulties, 
theoretical and practical, in applying an investment income approach 
to all life insurance companies. 
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But there are also serious difficulties in applying a total income 
approach to all types of companies and all classes of business. Let us 
take first the situation of mutual companies. There is a large body of 
opinion that believes that the total income approach is theoretically 
unsound when applied to mutual companies. It has often been stated 
in the past that the only true income of a mutual company is its in- 
yestment income, and that premiums paid to a mutual company are 
capital deposits, not income. Under this concept, total receipts as 
a measure of determining the tax base would be unsound as a matter 
of principle. 
eaving aside the matter of principle, however, the total income 
measure likewise has very practical disadvantages when applied to 
mutual company operations. It puts a heavy strain on management 
decision, which might not always be in the public interest. Directors 
of mutual companies under a total income approach must yearly 
choose between a conservative policy of maintenance of surplus to 
rotect policyholders on the one hand, and a price tag of 52 cents on 
each dollar temporarily set aside for that purpose. 

I recognize that in the case of other cooperatives congressional 
policy has been established on the basis of taxing adjusted retained 
earnings, as theoretically would be done under the total income ap- 
proach if it were applied to mutual life insurance companies. 
However, it should be pointed out that the application of the re- 
tained earnings theory presents much more serious difficulties in the 
case of mutual life insurance companies than it does in the case of 
regular cooperatives. Regular cooperatives are for the most part 
engaged in marketing services, either on a buy or a sell basis. -'They 
are dealing with commodities which have a definite purchase price 
and a definite sale price, and concern transactions completed within 
the taxable year, and therefore are in a position to compute gain or 
loss on a yearly basis with greater accuracy. 

Mutual life insurance companies, on the other hand, have long-term 
contractual commitments, and the policy reserves established are 
based on actuarial assumptions which may well prove to be inade- 
quate to fulfill policy obligations 20, 50, or even 100 years after the 
issuance of the policy contracts, and that is not just something that 
just might happen. Let me call your attention that that is the reason 
why we are in so much trouble on this matter of the excess interest 
theory today, because it is the reserve strengthening programs of some 
of these large mutual companies, using the average rate that has 
brought this horrible situation, and I say that advisedly, into focus 
as it is. I mean as far as the measure of it is concerned. Why? Be- 
cause those assumptions made 10, 20, and 30 years ago in the judg- 
ment of those companies did not prove to be adequate and they fol- 
lowed this reserve strengthening program. 

The so-called surplus established by mutual companies is a very 
necessary additional reserve for the protection of policyholders, and 
thus differs materially from retained earnings of other cooperative 
enterprises. A total income approach which fails to take this fact 
Into account does not produce a proper or realistic base for taxation 
of mutual companies. 

Applying a total income formula to stock companies likewise pre- 
sents difficulties, even though the form of the corporate organization 
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would lend itself more readily to the approach. For example, stock 
companies contend that they would be at a competitive a 
with mutuals, because mutual companies could reduce their taxable 
income under a total income plan by increasing dividends paid to 
policyholders. This argument has some plausibility. 

From a practical point of view, however, it should be pointed out 
that it can be and is greatly exaggerated and should be put in its 
proper perspective. Of course, under a total income tax formula 
there would be a tendency on the part of all companies, both stock and 
mutual, to modify their operations so as to reduce taxes wherever 
possible. 

However, competent management will continue to recognize the 
need for adequate surplus funds to protect policyholders and will not 
increase dividends to policyholders to the extent that the safety of 
the company is impaired. In any event, dividends paid to policy- 
holders represent redundant premiums and therefore must be excluded 
from the tax base. 

It is true, however, that stock companies issuing guaranteed cost 
insurance, under which there are no dividends paid to policyholders, 
would have no opportunity to adjust the net gains from operations 
by increasing dividend distributions, and within reasonable limits 
this is a factor which must be kept in mind in choosing an equitable 
formula. 

Furthermore, in a long-term business such as the life insurance 
business, even in a stock company statement gains are not necessarily 
all profits. A part of these statement gains in stock companies, com- 
puted solely to test solvency of a company from an insurance regula- 
tory point of view, is needed and is used for additional protection of 
policyholders, just as is the case in mutual companies. 

Policyholders of a stock company must be protected by an accumu- 
lation of surplus and, furthermore, in the case of nonparticipati 
business, there is a need to build more surplus than in the cou 


participating business, as sold by mutual companies. Nonpartiei-. 


pating business has lower premium margins and, therefore, a greater 
margin of safety for policyholders must: be provided by the stock 
company’s surplus, and that is why you see relatively percentagewise 
much larger surpluses in stock companies, usually on less conservative 
basis on the value of reserves. 

I have tried to state, or perhasp to restate, very briefly some of 
the difficulties which are present in the application of either an invest- 
ment income plan or a total income plan to all types and classes of 
companies. Neither method is perfect, theoretically or practically. 
Furthermore, it should be pointed out that any plan which involves 
an investment income approach alone, or a total income approach 
alone will make a considerable difference in the incidence of the tax 
as to its relative impact on stock and mutual companies. 

For example, the mutual companies have 75 percent of the total 
industry assets and, since a tax based on investment income alone is 
roughly in proportion to assets, mutual companies will pay approxt 
mately 75 percent of the tax on any plan which involves investment 
income alone. 

However, in 1957 mutual companies accounted for only 58 percent 
of the industry’s net gains from operations before deduction of 
Federal income taxes. 





princ’ 
Bas 
step i: 
incom 
opera’ 
Then 
under 
reduce 
taxab) 
base t 
applie 
Thu 
incom: 
out ar 
in effe 
then 
At lea 
negati 
hi 

in the 
of the 
policy 
rather 
tage v 
compa 
taxab] 
of the 
Income 
theoret 


eo i 


— 
@ 


S 


st 
rs, 
ns 


its 
ble 


ici-. 


ter 
ek 


ive 
of 


| of 
lly. 


ach 
tax 


e 18 
)X1- 
ent 


ent | 


of 


TAXATION OF THE INCOME OF LIFE INSURANCE COMPANIES 193 


Therefore, a plan based on total income alone would shift the tax 
burden so the stock companies would be paying over 40 percent of 
the tax rather than 25 percent. It can be seen that any shift in the 
tax formula which does not involve the investment income approach 
alone is bound to increase the proportionate part of the tax paid by 
stock life insurance companies. 

On the other hand, the use of investment income today as the sole 
yardstick is unr ealistic in the light of the disproportion between com- 

anies as to the ratio of investment income to total gains. 

I feel that the basic issue here is, or should be, to determine whether 
a practical and equitable plan of taxation can be developed to over- 
come the major difficulties and defects in both of these approaches, I 
feel that a sound plan can be achieved by using the best features of 
the two approaches and discarding the bad. 

The combination plan, which I am about to describe briefly, was 
first suggested by ‘Treasury staff representatives at a meeting on 
October | 28. As will appear in a moment, it has had some sort of an 
operation performed on it since it was unveiled to us, which I trust 
from sober second thought will be reoperated upon. I will describe 
that in a minute. I merely point that out at this point. 

At that meeting the Treasury staff indicated that this was a plan 
to which they had been giving considerable thought and which ap- 
peared to have very definite possibilities of offering a permanent solu- 
tion to a vexatious problem. Obviously, there has not been a great 
deal of time to develop the plan in detail, but the basic conc ept and 
principles of the plan can certainly be enunciated here. 

Basically, the income tax base is re ee in two steps. The first 
step is to calculate an investment income tax base on some investment 
income formula. The second step is to compute the net gain from 
operations using a total income formula with necessary adjustments. 
Then the tax base under step one is deducted from the base computed 
under the second step, to obtain underwriting gains. This result is 
reduced by 50 percent to obtain taxable under writing gains. These 
taxable underwriting gains are added to the investment income tax 
base to obtain the total tax base to which regular corporate rates are 
applied. 

Thus, basically, the plan would provide for taxing net investment 
income and one-half of an adjusted underwriting gain. And I point 
out and agre with Mr, Adams, who referred to this yesterday, that 
in effect this is exactly the same: if you computed the income base, 
then your total income base, half of each and added it together. 
At least, that is exactly where you will come out until you get into 
negatives on one side or the other. 

his reduction of underwriting gain by 50 percent recognizes that 
in the case of both stock and mutual companies a subst: antial portion 
of the apparent gains is actually needed for ade litional protection of 
policyholders. Also, the use of 50 percent of underwriting gains, 
rather than 100 percent, virtually eliminates any competitive advan- 
tage which might otherwise be present. The incentive for a mutual 
company to pay out its gains in dividends and thereby reduce its 
taxable income would be largely removed. This plan is a merging 
of the two approaches, the investment income approach and the total 
income approach, and would appear to solve many, if not all, of the 
theoretical and practical problems. 
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Of course, in any tax proposal there must be numerous adjustments 
in order to make the plan workable. For example, you must decide 
on the formula to be used in computing the net investment income 
tax base in the first step. I should like to point out, Mr. Chairman, 
that that is based on the discussions which we had with the Treasury 
when this plan was unfolded. It was done orally. Notes were made 
at the time. We went back to the office and put it in writing as we 
understood it and took the plan back to the Treasury, and they a 
proved it. This is the document which they approved, all of which 
merely points out that the plan I prepared testimony on has to do 
with the use in the net investment income of either 1 of 2 approaches, 

One was the present stopgap basis. The other—what has come 
to be known as the adjusted reserve basis or surplus income ap- 
proach—will be testified to in detail during the course of this 
hearing by two actuaries who had something to do with this, its 
construction. 

But it can be described sufficiently here to be identified. But what 
I want to be just on the record is that I am not supporting any 
combination plan which involves using what is the equivalent of the 
1950 law. That would be a monstrosity of the type which my con- 
science would not permit me to support. 

So I should like to proceed with my statement on the basis that 
I am supporting the Mills law, the Mills-Curtis law, or the surplus 
income approach, which the Treasury at that time did appear to 
favor of the two, for reasons which were given. 


The CHarmmMan. Without objection, that will appear in the record. 
(The information follows :) 


TREASURY SUGGESTIONS FOR TAx FORMULA 


Prepared by Deane C. Davis, president, National Life Insurance Co., 
Montpelier, Vt. 


STEP 1 


Calculate investment income-tax base on either (a) present Mills law, (b) 
the first phase of the Surplus Interest Subcommittee formula, or (c) the Mills 
law with a lower deduction rate. 

STEP 2 


Calculate a base on net gain along the lines of a straight total income for- 
mula, (net gain from operations after dividends to policyholders) with the 
following modifications: 

(a) Provide for a deduction of 2 percent of group life and A. and H. pre 
miums, with a ceiling of 50 percent of aggregate annual premiums. (Take into 
account existing reserves in figuring the ceiling. ) 

(b) Provide for a policyholder’s fund composed of : 

(1) percent of the increase in nonpar reserves. 

(c) Provide also for the following possible adjustments : 

(1) Adjustment for companies with below average reserves and low 
surpluses. 
(2) Adjustment for preliminary term. 


STEP 3 


Deduct the base under step 1 from the base under step 2 to get underwriting 
gains. Reduce the resnlt by 50 percent to produce step 3 tax base. 


STEP 4 


Add the investment income base under step 1 to the underwriting gain tax 
base under step 3 to get the tax base to which apply regular corporate rates. 
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If the base under step 2 is less than the base under step 1, then the step 
2 base should be recalculated on the basis of gain from operations before policy- 
holders’ dividends. If so calculated, it is still less than the step 1 base, then 
50 percent (or perhaps 100 percent in the case of young companies) of the differ- 
ence must be deducted from the step 1 base to arrive at the tax base. If not, 
the step 1 base becomes the tax base. In other words, the tax base may never 
be less than the step 1 base solely as a result of the deduction of policyholder 
dividends in calculating the step 2 base. 


The suggested formula contemplates that income allocable to reserves for 
pension plans, settlement options, and annuities would be largely eliminated in 
computing both bases. 


The question of the tax-free interest deduction and the intercorporate divi- 
dends credit remains unsettled, but there is an inclination to allow proration 
of both deductions under step 1, full deduction of tax-free interest under step 3 
and a full or partial intercorporate dividend deduction under step 3. 

The question of a more liberal provision for small companies is open for 
discussion. 

The proposed formula contemplates that specialty companies will be treated 
differently if underwriting gain exceeds total net investment income. In such 


a case, such excess of underwriting gain would be taxed at the full corporate 
Fe witition. capital gains and losses would probably be taxed. It was indicated 
that basis for determining gains or losses might be the amortized value or the 
market value on the effective date of the law. 

Mr. Davis. One approach would be to use the formula in the Mills 
law for this purpose. It has the advantage of using a formula which 
has been carefully considered and represents a fair and equitable long- 
range measuring stick of investment income and one which is already 
established in law. The Treasury staff appears to favor using what 
has come to be known as the surplus interest formula. This approach 
has been discussed widely in the industry and with the staffs of your 
committee, the Joint Committee on Internal Revenue Taxation, and 
the Treasury. 

Under this plan, the total net investment income is reduced by a 
policy and contract liability deduction in order to obtain taxable net 
investment income. Under the plan, the reserve for outstanding 
business is adjusted to the interest rate actually being earned by the 
company. ‘The policy and contract liability deduction is then com- 
puted as the product of these adjusted reserves multiplied by the in- 
terest rate actually earned by the company during the texstle year. 
The taxable net investment income remaining may be considered as 
the interest earned on the company’s adjusted surplus and capital, 
if any. This method of approach toward taxing net investment in- 
come has a number of advantages. Among them are the following: 

1. It contains no inflexible factors such as a fixed percentage 
deduction. 

2. The investment income portion of a company’s tax is based solely 
upon its own operating experience and does not involve industry 
averages, such as the Secretary’s ratio of the 1942 and 1950 laws. 

3. It is more responsive to shinee in the rate of investment income 
earned by the individual company. 

4, A company with a relatively large surplus pays a higher tax. 

5. It eliminates the arbitrary effect of the rate of interest assumed by 
the company in calculating reserves. Reserve strengthening resulting 
from a change in the reserve rate of interest has no effect. 
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Regardless of the method used in computing taxable net invest- 
ment income in step 1 several adjustments would be necessary in com- 
puting underwriting gains. Among them are: 

1. An allowance for additional surplus margins on nonparticipat- 
ing business. 

3. An allowance for special reserves, as required by the laws of some 
States, on group life and group accident and health business. 

3. A special provision for companies using preliminary term reserve 
valuation methods. , 

4, An adjustment for companies with below-average reserves and a 
low surplus. 

5. An adjustment for specialty companies which have relatively 
large underwriting gains and relatively little net investment income, 

6. An adjustment to eliminate the competitive disadvantage of in- 
sured pension plans. 

7. An adjustment to eliminate double taxation of annuities, settle- 
ment options, interest on dividend accumulations, and so forth. 

8. If capital gains and losses are included in the plan as suggested by 
the Treasury it is assumed that the basis for determining gains or 
losses would be the amortized value or market value on the effective 
date of the law. 

I think the need for these adjustments is not controversial. The 
amount of measure is a matter for discussion and support. 

A plan such as I have outlined here, the Treasury proposal or sug- 
gestion, has, I believe, more advantages and more equity than any other 

roposal yet advanced, both to the Government and to the industry. 
mong these advantages are the following: 

1. Taxes both investment income and underwriting gains. 

2. Applies to each company on an individual basis and avoids in- 
dustry averaging. 

3. Employs desirable features in both plans and avoids many of their 
difficulties. 

4. Solves the competitive problem. 

5. Permits building of reasonable surplus to protect policyholders, 
by both stocks and mutuals. 

6. Assures a stable and growing revenue to the Government. 

7. Recognizes that “statement net gains” is not a measure of profit 
in a stock life insurance company or an equitable measure of retained 
earning in the case of a mutual company. 

8. The plan lends itself to a solution of the specialty-company 
problem. 

9. Overcomes competitive discrimination in case of pension plans 
and double taxation in case of annuities, settlement options, interest on 
dividend accumulations, and so forth. 

Mr. Chairman, this controversy has continued so long that all of 
us have been inclined to choose a favorite principle, no matter how 
worn by wear, and to invest it with all the authority of the Holy Writ, 
no matter how impossible it may be in the light of present conditions. 
It reminds me of the experience of Alice in Wonderland. You will 


recall that at first she had great difficulty in believing the impossible. 

But she found, after a while, that by practicing an hour every mort- 
ing before breakfast it became quite easy to believe the impossible. 
What we need now is some practice in believing the possible. 
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I suggest that the only fair way to solve this problem is to face the 

facts of life and to choose the middle way. This is the nearest that 
we can get to perfection in this imperfect world. This controvers 
should be settled in a way that will best protect the interests of all 
policyholders, both stock and mutual. 

Again I want to point out, since I have seen a memorandum which 
has been filed, I think by the Treasury since, which uses or suggests 
a basis of what is essentially the 1950 law for step 1, I am not sup- 
porting that. I am supporting what appears in this document which 
will be filed. 

I have discussed the Treasury suggestion with the presidents of a 
number of life insurance companies, and I find there is a growing in- 
terest among companies, oe so far I have discussed it with mutual 
companies, but I have discussed it with some stock companies and J] 
find a growing interest there, and an increasing expression of the view 
that this plan has sufficient merit to be explored thoroughly and sym- 
pathetically. 

The CuarrmMan. Does that conclude your statement, Mr. Davis? 

Mr. Davis. Yes, it does, Mr. Mills. 

The Cuarrman. Do you have any other material that you want in- 
eluded in the record at this point? 

Mr. Davis. The only thing, Mr. Mills, I might put in a short state- 
ment, which gives my views in answer to a question I heard asked 
here many times this morning, as to what is wrong with the 1950 law 
or the excess-interest theory. 

The CuarrmMan. Do not put that in. I want to ask you some ques- 
tions. 

Mr. Davis. You want toask? Fine, then. 

The Cuamman. I do remember you being before the committee on 
other occasions and we are glad to have you back with us. I want to 
compliment you on this statement that you made. I have just a few 
questions that I wanted to ask you. 

Again, all of it is for purposes of trying to obtain some enlighten- 
ment in a very, very difficult area. 

First I wanted to ask you with respect to some of the things we 
should do in accordance with your suggestions here if we should pro- 
ceed on the basis of some such a compromise as was unfolded on Octo- 
ber 28 or unfolded here on November 17, by representatives of the 
Treasury. Let me assure you and all of you who are interested that 
it is customary, I think I am right in saying it is customary, and that 
the Treasury expects us to perform a little bit of an operation on any 
suggestion that they bring to us in this committee. So that I would 
assume that in this instance that there would be some careful scrutiny 
of this entire plan and perhaps revising parts of it. But let us assume 
that we in the committee would proceed on the basis of using the sug- 
gestions as the framework at least for the development of a permanent 
plan, as you, I think, have very clearly outlined you feel we should. 

In the first step, you say that you would not have us use the theory 
of the 1950 act with respect to the determination of free investment 
income. I think you very clearly indicated why you would not, be 
cause the statements that are made by the industry as a whole reflect - 
ing the division of the investment income between that which is re- 
quired and that which is free is not made for the purpose of taxation 
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but for an entirely different purpose and is not an accurate reflection 
of earnings of free investment income. 

Now, did I perfectly understand it ? 

' Mr. Davis. That is correct, Mr. Mills. 

The Cuarrman. So when the industry reports something less than 
70 percent of its investment income of 1950 as being essential to carry 
out the commitments of the industry that cannot be taken by us as a 
measure for taxation. 

Now, I want to know why. 

_ Mr. Davis. The reason you cannot take it as a measure of taxation 
is because it is not a measure of income. It is a measure of the differ- 
ence between what an actuary 50 years ago and succeeding dates pro- 
jected as future probable interest earnings and the actual interest 
earned by the company then averaged for the industry. 

The Cuarrman. What is the correct figure industry wide? 

Mr. Davis. There is no scientific way that I know of to measure in- 
come as such Ly using the investment-income approach accurately to 
the dollar or the penny. The fact that the difficulties inherent in meas- 
uring it are so great is the reason why I have come gradually to change 
my opinion, which originally was different from what I am express- 
ing here today, that you could make the investment income work. In 
other words, I did feel that there were fewer troubles with the invest- 
ment-income approach than there were with a total-income approach. 
So long as it appeared to me that there was a reasonable ratio between 
the investment-income approach and total-income approach, it seemed 
to me that that was the better rule. I do not know how you can measure 
taxable income with complete accuracy if you take the investment in- 
come approach. One good reason, which has been mentioned before, 
is the fact that in that law you have to find some way of allocating 
expenses and you either choose between an arbitrary factor written 
into the law to measure expenses or rely upon the company’s own allo- 
cation basis. So I believe that the greatest support for using the 
Treasury suggestions as a way of getting at this thing, is the fact that 
you dampen down all of those uncertainties which occur when you 
use either approach as the sole measure of income. 

The Cuairman. Mr. Davis, as I said before, you have made a very 
fine statement. I am trying to translate this statement into legisla- 
tive enactment from this committee. You tell me now that we should 
not use the 1950 approach in determining our yardstick for the first 
step in this combination compromise suggestion. We are not miracle 
men. We must proceed on the basis of such information as we can 
obtain in establishing a mathematical formula to accomplish the re- 
sults which you would have us accomplish in this first step. It has 
been suggested by the Treasury, I believe, on Monday in testimony 
of the Under Secretary, Mr. Scribner, that we should assume for this 
purpose that 70 percent of net investment income is needed by the 
companies for future obligations, and that we should assume that that 
30 percent is free investment income. 

Is that a fair position ? 

Mr. Davis. It is free if you look at it from the point of view that 
you don’t need it to maintain your legal reserves. 

The Cuarrman. Is that the figure we should use, 70 percent? 

Mr. Davis. No, I say it is not the figure we should use. 


terest 
which 


the dec 
the int 
conside 
and ca} 


The 
figure 
want { 

Mr. 
piece ¢ 

The 
with a 









his 
he 
rat 


hat 





TAXATION OF THE INCOME OF LIFE INSURANCE COMPANIES 199 


The Cuamman. You better help me now. 
Mr. Davis. I am trying to, Mr. Mills. I would use the surplus- 
jnterest approach that the Treasury favored in our conferences. The 
reason that I would use that is that you get completely away from all 
these arbitrary things and you come up with a figure that is different 
for each company based on each company’s operations, and while it is 
true that there are people who look upon that basis as not being as 
sound as some other bases, when you test it against other methods 
ou will find that it comes out pretty well. 

I heard Mr. Curtis say this morning that he thought the 1955 stop- 
gap law had done right well by the Government and everybody that 
js interested in revenue. This, I am assured by actuaries, will do 
right better. 

The Cuatrman. I want to know a little more about the details of 
what it is that the Treasury was proposing on October 28 that you 
just put in the record because we do not have that before us. How 
do you reach this amount that they want to include tat that point. 

Mr. Davis. How do you reach the amount of investment income 
under that basis? 

The Cuarrman. What part of it do you tax and what part of it do 
you not tax? 

Mr. Davis. What you do is this, very simply, and this is not an 
actuary’s description. It is a lawyer’s description. 

You take the last year’s earning rate that you actually had in that 
company, and then you go ahead and revalue your reserves on the 
basis as though you were going to use that interest rate forever. 
What will that do? If it is as high as it is now, it will depress the 
actual reserves in dollar amount. Then what you have left you add 
to your surplus and you have what is called an adjusted surplus and 
on that you apply the exact interest rate that the company is earning. 

The Carman. I would be in bad shape with you to discuss that 
actual term because I didn’t quite follow you. I was serious about 
that. I want to be told and let me see if I can follow on that. Go 
over it again. 

: Mr. Davis. Why not let the actuary take a shot at it? I have one 
ere. 

Mr. Preste. I will read something, Mr. Mills, that was written by 
another actuary. I think that is safer. 


Under the plan, the reserve for outstanding business is adjusted to the in- 
terest rate actually being earned by the company by means of a rule of thumb— 


which I will not describe right now— 


the deduction is computed as the product of this adjusted reserve multiplied by 
the interest rate actually earned as the first part of the tax. The tax may be 
considered as a tax on the interest earned by the company’s adjusted surplus 
and capital. It should be noted— 


The Cuarrman. Would you do this? Just take an example in 
figures and show me what you mean. I think I understand you but I 
want to be sure. 

Mr. Press. If a company had—for this purpose I will get out a 
piece of paper 


The Cuarrman. If you and Mr. Mason will take me back to school 
with a blackboard we will probably do better. 
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Mr. Presie. If a company had reserves valued for statement pur. 
poses on a 21% percent basis but was actually earning during the year 
interest at 344 percent, the rule of thumb which is generally used by 
actuaries says that approximately a change of 1 percent in the reserve 
rate of interest tae change the reserves themselves by 10 percent, 
Thus a company with a million dollars of total assets and $900,000 of 
reserves valued at 214 percent, on this reserve revaluation, would 
adjust those reserves by 10 percent to its earned rate of interest. Thus 
the reserves would be decreased by $90,000 in the illustration just 
given and the company’s adjusted surplus would be $190,000. To this 
would be applied the earned rate of interest for the year by the 
company. 

The CuarrMan. How much would that differ? How much would 
that differ from the way that we tried to get it in net investment income 
under the rule of the stopgap proposal? How would it differ in actual 
practice ? 

Mr. Presie. It depends on what the experience of the individual 
company is. You appreciate that this would be an individual com- 
pany application, depending on the 

The Cuarrman. From the very beginning this would apply the first 
step on a company-by-company basis rather than an industrywide 
basis? 

Mr. Preste. That is correct. 

The CuatrmMan. That would be the first difference ? 

Mr. Presie. Yes. 

The CuarmMan. What are some of the other practical differences? 
Mr. Preste. The other practical differences, a company with a lar 
surplus after revaluation would have a higher tax. Under the Mills- 
Curtis 1955 stopgap, the 85-percent deduction applies to all interest 

earned. 

The Cuarrman. I want to be certain that I am getting this right. 
As I visualize this thing, if we should put that in as the first step, 
we would get less revenue, would we not, than we would under con- 
tinuation of the 1955 stopgap applied to 1958 ? 

Mr. Presie. No. 

The CHarrman. How much more would we get ? 

Mr. Presue. Based solely on those two and with no changes ? 

The Cuarman. I am just talking about the first step, comparing it. 

Mr. Presiz. The Mills stopgap. 

The CuHatrman. Because Mr. Davis suggested that we could do it 
either way in his testimony, as I understand, in the first step. 

What would be the difference in the revenue effect ? 

Mr. Preste. Very rough estimates that I have seen would result in 
about a 20-percent increase in revenue, I believe, under that approach. 

The Cuarrman. That is about $60 million more money in the first 
step if we use this approach ? 

Mr. Presie. That is without any adjustments for pensions, annut 
ties. 

The Cuarrman. All right. 

Mr. Presie. On the same basis as the 1955 stopgap, about $60 mil 
lion. 

The Cuarrman. On the same basis it would be about $60 million 
more under that. Where would that come from’? Would that come 
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from the stock companies, mutual companies, or would it come from 
all on about the same basis ? 

Mr, Presse, It would vary a great deal. 

The CuatrMan. Would it reduce the burden of the mutuals and in- 
crease the burden of the stock companies to do it this way ? 

Mr. Preste. I believe not, Mr. Mills. I believe that it would in- 
crease the burden on both stocks and mutuals. It probably would in- 
crease the burden of the stocks somewhat more because of the fact that 
they generally have a greater surplus even without adjusting their 
reserves. 

The Cuarrman. We would get $60 million more money. But it 
would also take into consideration the fact that the mutuals have— 
what was that you said, 58 percent of the 

Mr. Davis. Yes, 58 percent. 

The Cuatrman. Of the business and have 75 percent of the assets. 

Now we are taxing you under the Mills-Curtis stopgap proposal on 
the basis of you having about 75 percent, approximately, of the net in- 
vestment income. Would this step take us along that same way of im- 
posing upon you that arbitrary ee of having about 75 percent of 
the income or would it come down to what really is the situation, about 
58 percent of the income as you pointed out ? 

Mr. Davis. I don’t think it would change that situation materially. 

The CuarrmMan. Could you do it on a company-by-company basis? 

Mr. Davis. No. 

Mr. Presie. Not very much, Mr. Mills. 

The CuarrmMan. I don’t understand why it would not. I am just 
trying to evaluate this to see how. 

Mr. Davis. The good portion of the reason why you get the 58 per- 
cent figure as against the 75 percent of the investment income is the 
fact that as these charts show over here, and if you look at the one on 
the left, you will see that as to ordinary life and endowment, that is 
the area in which the investment reserves are held. The rest of them 
are either completely or almost completely nonreserved to any extent 
or they are the high profit type. 

The point is now in 1957 you get about 50 percent of the business in 
that higher reserve, whereas back when the law was passed in the first 
place it was about 73 or 74 percent. 

The CuarrMan. Let us proceed on for a moment. 

Apparently the Treasury has changed its thinking with respect to 
how this first step should be calculated and what the theory should 
be. The last word-we had was that they wanted us to utilize the 
investment-income approach in this first step. Let us assume that 
they prevailed and that we join them in that thinking, rather than 
take the approach that you have outlined, that they talked to you 
about on the 28th of October. We would have to put in some figure, 
would we not? What would that figure properly be? 

Mr. Davis. I would, as I said, use this surplus interest approach 
and let the thing 

The Cuatrman. I know, but they changed their minds and said—— 

Mr. Davis. No, no. 

The CHamrMan. Say they prevail. I am trying to understand all 
possibilities. You say you could either use that or use the stopgap 
approach. You mean by using the stopgap approach that you would 
hold it at 85 percent ? 

32951—58——14 
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Mr. Davis. If you do not like the surplus-income approach, then 
I believe I would hold it at the 85 percent. 

The Cuarrman. Can we escape the possible criticism that we are 
not being realistic about the amount of the investment income that 
is free? 

Mr. Davis. Yes, I think you can. 

The Cuarrman. In spite of what the companies say for purposes 
of showing solvency it 1s your point that we should for tax purposes 
agree that only 15 percent of the investment income is free? 

Mr. Davis. What is free because it is not required for reserves is 
something quite different than what is a fair measure of income in a 
company. 

The Carman. I am talking about a fair measure of income. 

Mr. Davis. Yes. I think that 

The CHarman. Why don’t you folks think about this problem of 
taxation when you start showing how solvent you are for purposes 
of the State regulatory commissions and not get us in the box that we 
are in now ? 

Mr. Davis. That is a good question. I have asked some of m 
older actuary friends that same question; that started all this trouble 
years ago. 

The CHarrman. Let us face it. It imposes quite a dilemma on us. 

Mr. Davis. It certainly does. 

The Cuamman. If we are to assume for tax purposes that your 
statements for solvency purposes are not a true reflection of income, 
we would be taxing only half of your apparent investment income. 
1 wonder if we would be in a position to defend ourselves and defend 
you before the American public? 

Mr. Davis. The only way you could defend yourselves and defend 
us before the American public, I believe, would be to look at the truth 
here and once you——- 

The Cuarrman. Pardon me for interrupting you, but that is what 
I have been trying to get to for 2 days now. 

Mr. Davis. You just g give me 1 minute more. 

The Cuarrman. I will give you the rest of the afternoon to tell us 
what the truth is. 

Mr. Davis. I would like to give at this point a few of the reasons 
why the basis of excess interest adopted in the so-called 1952 law and 
as adjusted in the 1942 law in my opinion is completely unsatisfactory 
and unsound as well. Perhaps the easiest way to illustrate it is this: 
Supposing you had two companies, and they were exactly alike in the 
amount of interest, types of insurance, the distribution of their busi- 
ness, their size; ev erything was the same. They had the same kind of 
agency force and so on; they had the same amount of earnings dollar- 
wise from their investments; they had the same mortality, and it cost 
them exactly the same amount to run their business, their whole busi- 
ness, now, I am talking about. But one of the actuaries assumed in 
his contracts the old business that has been in force for a long time, 
we will say, a 214-percent interest basis, and the other company y had a 
314-percent basis. Now, leaving average out of the picture for the 
moment, it is obvious in that case, is it not, that the two companies 
wind up with exactly the same amount of profit, however you operate, 
because they get the same amount of investment earnings, their mor- 
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tality is the same, their expenses are the same, but one of them is pay- 
ing the United States Government—I don’t know how much more, but 
I would say 100 percent more than the other one. Is that a sound 
basis? I shouldn’t be asking you questions. But it has never seemed 
to me. that when that fact alone were faced by the American public 
that the excess-interest theory as a theory could really be defended. 

But we had it in the law during all of these years of time, with a 
certain amount of sacrosanct, hallowed feeling about it or something. 
And we come to the point now where as a practical matter we still 
have to maintain equity between the different kinds of business and 
different kinds of companies. It seems to me that we can’t do it per- 
fectly, but by dampening down the ill effects of these two things and 
putting the halves coantioes to get the whole you give more equity in 
the whole business. Then you answer the American public’s criticism 
that I heard in the past as well as anything I have seen. 

The Cuarrman. Let’s look to this without going into all these de- 
ductions you mentioned. Let’s look at the second step now. What is 
the justification for only taxing them under the total-income approach 
50 percent of that which is found to be in existence over and above 
the investment income? What is the theory ? 

Mr. Davis. The practical justification for it is that you are doing 
exactly the same thing. Instead of subtracting the investment income 
element out and taking that as a whole, you take the investment in- 
come, 50 percent of it, and 50 percent of total income and add them 
together. On that kind of a basis, I should think that the plan would 
have to admit that there were some imperfections in either method as 
a sole yardstick and so you say we total it up on both sides, cut in 
two and add it together. See what it does. It dampens down the 
impact on 1 kind of company or 1 group of companies or set of com- 
panies of either of these approaches taken as a sole yardstick. That 
is really what it does. 

The CHatrman. You realize now what you are suggesting is: Pick 
up the stopgap proposal as the first step and add this second one. Do 
you realize about what the insurance industry would pay on 1958 
income? Under that proposal, not taking into consideration all the 
deducts, now, just continuing the stopgap as the first step and adding 
on this second step, huw much additional revenue would we get in 
1958 over just the continuation of the stopgap ? 

Mr. Davis. I can’t answer the question with respect to 1958. I can 
answer it, I think satisfactorily with reference to 1957, by quoting 
the only person that I know of that has made such computations and 
that is one of the Treasury representatives. At the time he was asked 
by myself as to what it would throw off in the way of revenue, and 
at that time I recall his estimate was, without any deductions and using 
the surplus-income approach that I am recommending, about $450 
million. 

The Cuairman. About $150 million more than you would get? 

Mr. Davis. No; $450 million in total. 

The CHarrMan. That is what I am talking about, about $150 million 
more than you would get with the extension of the stopgap. 

Mr. Davis. Yes. 


The CuHairmMan. That is about what I was told it would amount to. 
Mr. Mason. 





204 TAXATION OF. THE INCOME OF LIFE INSURANCE COMPANIES 


Mr. Mason. Mr. Davis, in my opinion you have given us the clearest 
and soundest and the best analysis of the problems that are confront- 
ing this committee in trying to solve these problems and get some fair, 
permanent base of taxation that has been given us in these hearings. 
I think I got more out of your impersonal analysis of our problems that 
1 have gotten out of all that has gone before. 

I practically ain convinced that the surplus-income approach is about 
the only approach that we can take unless we want to bear heavily on 
this or heavily on that or something else. I think it is probably the 
fairest method of getting at a taxation that has been brought out since, 
that I know of. So, I just want to compliment you on at least giving 
me some light on this subject. 

Mr. Davis. I thank you very much. 

The CHarmman. I had just one further question, Mr. Davis. If we 
use the surplus-income approach as the first step, not the stopgap of 
1955, and then imposed this second step, in the nature of the total- 
income approach, did these people in the Treasury give you any esti- 
mate of what the revenue figure might be on 1958 ? 

Mr. Davis. No. I don’t think the question related was asked with 
refeernce to 1958, Mr. Mills. I don’t think it was asked on that basis, 
either, with reference to 1957. But it would not be, I would guess, 15 
percent less or something like that. 

The Cuarrman. Mr. Preble said that there would be $60 million 
more under this than under just a straight continuation of the stopgap. 
Do I understand now that, in total, the 2 steps added together might, 
instead of bringing in $460 million, which you now understand might 
come in under the stopgap as the first step and this other of the second 
step, bring in $520 million ¢ 

Mr. Davis. No. 

The Cuarrman. As the first step would be increased by $60 million, 
the second step would be decreased by some: is that your thought ? 

Mr. Davis. Decrease the second step—I don’t think I follow your 
question, Mr. Mills. 

The Cuatmman. Maybe I don’t, myself. But what I am trying to 
understand: We understand, I thought, at least, to our satisfaction 
a moment ago, that by using the stopgap as the first step, then the 
total-income approach, 50 percent of the excess earnings over and 
above the stopgap, as the second step, added together we might get 
in 1958 something like $460 million of revenue from the industry. 

Mr. Davis. Talking about 1957—on the basis of 1957 figures. 

The Cuairman. I understand. But that is the estimate that you 
and I said we had heard used with respect to 1958 income. 

Mr. Davis. Yes. 

The Cuatrman. All right. Now, we would substitute this surplus. 
income for the stopgap as the first step. Your actuary said we would 
get $60 million more in the first step. 

Mr. Davis. No; what he was talking about, I am sure 

The Cuairman. By using the stopgap, we would get $60 million 
more without any deductions, just straight across the board; is not 
that what you said? 

Mr. Presie. Yes, but 

The Cuatmrman. How would we come out in the second step if we: 


used that as the second step? 
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Mr. Presix. The $460 million that was referred to was assuming 
the surplus interest in the first step, not the Mills-Curtis 1955 stopgap. 

The CuarrmaN. I know. But you say all the time you need the 
second step to take care of underwriting and so on. Does the change 
between these two theories in the first step make any difference with 
respect to what you get in the second step? That is what I am trying 
to find out, 

Did I misunderstand you? Was the $460 million the figure that you 
received if you used the surplus-income approach rather than the 
stopgap in the first step and then have the second step on top of that? 

Mr. Pare. Yes. 

The Cuatrman. So that, if you used the stopgap then as the first 
step, and put on top of it the same total-income approach, you would 
get about $400 million; is that the thought? 

Mr. Preswe. Yes. 

The Cuairman. Is that what approximately your idea is? 

Mr. Presie. I would think so. 

The Carman. I misunderstood Mr. Davis. Pardon me. 

Mr. Curtis. 

Mr. Curtis. On that particular point, through this use of surplus- 
income approach, though, were you anticipating picking up what you 
presently say is untaxed in this underwriting profit, or were you 
going to pick up that in the second step ? 

Mr. Davis. Yes; the underwriting profit is in the second step. 

Mr. Curtis. It isin the second. In the first, it is not included. 

Now, the one thing on which I have expressed myself before. I was 
concerned when you switched from an industry-averaging formula to 
an individual company that you proposed. Is not that going to put 
a premium upon a certain method of acounting or doing business over 
other present methods now in use ? 

Mr. Davis. I do not think so, Mr. Curtis. I supose, theoretically, 
any plan—and I don’t care what it is—unless you had a premium tax, 
you can think of the industry trying to think far enough ahead, years 
enough ahead to vary its bookkeeping and guess that you might save 
a few dollars in taxes. Theoretically, that isso. But look at the situ- 
ation we are in now if we were to apply what is called the total excess 
interest resulting from a reserve-strengthening program. If the life 
insurance industry had had any intention to dampen down possible 
income-tax consequences, that is the last thing in the world the com- 
pany should do. 

Mr. Curris. They might do it, maybe, as you point out, because 
these things are on the books under a different theory. Particularly, 
a company that had been doing its business in a particular way would 
be bearing an undue burden of tax in relation to a company that hap- 
pened to be doing it another way, which would not, if this surplus- 
income approach happened to conform to their experience of account- 
ing and sae business. That is why I have always expressed a con- 
cern if we ever went to a company-to-company proposition. The 
Federal Government, perforce, is going to get into the field of deter- 
mining what is the best way to do business, which I would hate to see. 
That is one reason why we had been avoiding going to a company-to- 
company approach. If we did do that, I can imagine many solutions 
to this thing. 
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Mr. Davis. It seems to me the way this plan was set out originally 
it is calculated to defend against as Sok of this sort of need for 
regulation as any plan there is. 

Mr. Curtis. That was the theory of the 1955, not the stopgap, but 
the permanent formula that it was intended to be at the time. It was 
the theory that that would not interfere or put a premium on one 
particular way of doing business over another. I would much prefer 
to go to a company-and-company basis, if we could. But we get 
involved in the complications of the various methods of doing busi- 
ness, all of which seem to be in the public interest. If one of them were 
not in the public interest, I would have no objection to having that 
particular method bear a greater share of the taxation. I posed that 
question. 

Now, the second one is this: In regard to the relationship of mutuals 
versus stock, I have read into the record already the figures of the 
amount of income tax that is paid by life insurance companies, in 1955, 
1956, and 1957. 

Do you know, or do you have available figures that show, how 
much the mutuals were paying of that, say, the first year of 1955, $189 
million, how much the mutuals paid, how much the stock paid, right 
on up the line, so that we could compare these figures with the amount 
of new business each has been doing, or amount of growth or expan- 
sion? That would be, do you not think, one of the best ways of deter- 
mining whether the stopgap formula, the 1955 formula, has been fair 
in relation to those different forms of doing business? Is there any 
indication that there has been a deviation of relationship of growth to 
amount of tax? 

Mr. Davis. For 1957, mutual companies paid $211 million of the tax; 
stock companies paid $76 million. 

Mr. Curtis. I have $292 million. 

Mr. Davis. You had a total of $292 million. 

Mr. Curtis. I have a total of $292 million for 1957. That is pretty 
close there ; $5 million off. 

Mr. Davis. These came out of 

Mr. Curtis. Even so, one way of determining the ratio would be in 
1955 what was it. Say take $211 million to $776 million. In 1955 
the total amount paid was $158 million. I am wondering if we have 
a 

Mr. Davis. I don’t have those with me. I will be glad to get them. 
They are readily available. 

Mr. Curtis. See my point? We can judge a tax to some degree on 
how much is paid, whether there has been an increase and then relate 
that to the increase of the growth of the business. And if there has 
been a proportionate increase in tax paid by the stock and mutuals in 
relation to their increase in business. It would seem to me that would 
indicate the 1955 formula created equity. 

Mr. Davis. Yes. 

Mr. Curtis. On the other hand, if it turned the other way, maybe 
that would prove there were inequities. 

Mr. Davis. If you are talking about business is measured in terms 
of insurance in force I don’t think that proves anything. 

Mr. Curtis. No, it does not prove anything, other than the fact that 
the tax in the amount that you are paying does relate to the amount 
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of business done. It is just one indicator. I don’t think it would be 
conclusive proof. But it would certainly show that our tax was accur- 
ately measuring something going on economically. And that to me 
is just about the best thing you can tie a tax to. 

will go ahead and get those figures. 

Now, one question: Why would not a way to proceed be to segre- 
ate those forms of business that are being written by what we call 
ife insurance companies which do not have the complexities involved 

that taxing long term ordinary life and endowment? Our problem of 
figuring a formula comes from the fact that it is hard to determine 
in a lifetime whether there has been a gain or loss on the books of 
life insurance. That would not apply to term insurance, would it? 
Cannot you easily determine, if you write policies on the man’s life 
for a year, on specialty things, for 5 years? If you have that, it can 
be determined with exactness, some exactness, whether there has been 
a profit or loss; can you not do that ? 

Mr. Davis. I think that could be done. If you are talking only 
about term insurance. But it seems to me that once you start to 
separate that business you are just going to bring down all kinds of 
trouble in allocation of expenses, in every other piece of operation of 
the business. I perhaps would be in trouble with that one. 

Mr. Curtis. Do not the companies now have to do that? How do 
you determine you are going to go into a certain type of business, if 
you have not already computed what your allocated expenses are going 
to be? How would you determine you are going to stay in that line 
of business if you have not made allocations of costs? 

Mr. Davis. We make estimates, of course. 

Mr. Curtis. But you check your estimates, too. 

Mr. Davis. Yes. 

Mr. Curtis. Now, what I am saying is this: The complexities in 
this tax problem arise in this one area, which has to do with the 
business that is on the books for 99 or 100 years before it can be 
determined what the gain or loss has been on that block of business. 
That is why we have our problem. 

We have done some good by redefining what are life insurance 
companies, and by getting them out of this tax area. 

I am further convinced that we do some good by segregating that 
portion of business which has these complexities in computing actual 
profits or losses, and tax those forms of business that do not have 
those complexities in the regular way. And term insurance, it seems 
to me, is an example of where we could do it. These specialties that 
are talked about, where there is great profit in underwriting, it seems 
to me the profits and loss could be determined with some exactitude. 
If we got those out, we would at least be segregating the problem where 
we have our difficulty. Why is not that a good approach ? 

Mr. Davis. The only reason I can see for it not being a good ap- 
proach at the moment is I would shudder without looking at it pretty 
carefully to think what might happen in the attempt to allocate 
expenses year by year between those various lines. After all, a com- 
pany isa whole. It isn’t a piece of little businesses, it is one complete 
whole. 

Mr. Curtis. Sure it is. But any company that is a complete whole 
is also composed of parts. And if a big manufacturing concern finds 
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out on an accounting basis one shop is not doing the job, it is apt to 
start to contract out that kind of business to some other concern that 
can do a more effective job. So that through accounting procedures 
they do make those estimates. 

his is not a new suggestion. This is the very suggestion made 
back in 1945 and 1955 when we were studying it and suggested pos- 
sibly it was the way out. But I got the same answer then that you 
are now giving me. 

Mr. Davis. That is intetresting. 

Mr. Curtis. That you can’t segregate it. I think any insurance 
company must segregate those different kinds of lines that they are 
writing, in order to determine whether they want to continue writing 
them, how successful it is, et cetera. If they are already doing it, as 
I suspect they are, then it would not be too difficult from the Federal 
tax level to tax that on the basis of profit and loss, on the realistic 
basis; then leave to us this very complicated area which I think the 
1955 formula would adequately meet. Then we can correct the fact 
that we have not been getting underwriting profit. I can see that 
most underwriting profit has been occurring in these specialty lines 
and in what we might call term insurance. We ought to be able to 
pretty well figure out what the profit and loss is in that area, because 
we are not dealing with business that remains on the books for 99 or 
100 years. 

Mr. Davis. There is one thing, in view of speaking about mutuals 
and stock a minute ago, I would like to put on the record. In speak- 
ing of mutuals and stocks, well, there is a difference in the corporate 
organization. I want to make it abundantly clear here that I am not 
opposed to stock companies’ operations, I am not trying to use these 
examples to cast any aspersions on stock companies. It is a most 
legitimate business. They are all my friends. They are doing a 
good job. Iam merely using those things to try to point out this one 
single fact—what has happened in this business since 1921 when we 
first went on this investment income approach. Some of these same 
changes will apply to mutual companies as well. 

Mr. Courris. What has happened is that the mutuals, have they 
been taking over more or less of the business? Back in 1921 how 
much of the business were they doing ¢ 

Mr. Davis. You mean who has been taking 

Mr. Curtis. The mutuals. 

Mr. Davis. No, I don’t think. 

Mr. Curtis. What is the ratio of amount of business being done 
compared from 1921 to 1958 by what the mutuals do, the percentage 
of the business today ? 

Mr. Davis. Can you answer that? 

Mr. Presie. They have assets 

Mr. Curtis. No. I am talking about the amount of business bei 
done. The assets without explanation are not a fair measure. But 
think amount of business 

Mr. Preste. I do not have figures on the new business written. I do 
have figures on the insurance in force as of the end of last year. 

Mr. Curtis. Last year? 

Mr. Presie. That was broken down 63 percent mutual, 37 percent 
stock. 
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Mr. Curtis. How has that been moving since 1921? Was it about 
that ratio in 1921? 

Mr. Presere. That I do not know. 

Mr. Curtis. That would be a test of who gets the breaks here. I 
might say that would be an interesting figure to take a look at since 
the 1955 formula applied, to see whether there has been an increase 
in the amount handled by the stock companies. To me one of the 
things that makes this easier is the fact that there is real competition. 
Every time I hear mutuals worrying about how much the stock com- 
panies might return to their stockholders, I begin to wonder how 
much are the mutuals making, because the stocks are competing with 
them. 

The one thing I do look at, since those remarks are made, is whether 
or not mutuals are paying more tax than the stocks under the 1955 
formula. If they are that might be a source of where they are getting 
additional assets to pay their stockholders. But it is those kind of 
things that are indicators that I could use in making up my own mind. 

One other thing. You heard the suggestion made that possibly an 
additional way of taxing stock companies might be upon the transfer 
of assets from the company to the stockholder. That is not a good 
way, in my judgment, of measuring whether or not there has been 
an actual profit made. But because of the complexities it looks like 
a practical way. Iam wondering if that, added to the 1955 formula 
plus segregating those kinds of business where profit and loss can 
readily be determined, if that can be segregated, whether that would 
not solve the problem that you have raised here. 

Mr. Davis. I do not think it would solve the problems that are 
raised. I personally have no objection to it. If there is any precedent 
in congressional history in tax law for doing that, maybe there is, but 
at the moment I cannot think of it. 

Mr. Curtis. I am never worried about precedent, because I do not 
think we have ever been in the year 1958 before. We have a new 
situation here that has developed. I don’t think there is any precedent. 
So that does not bother me. If that is a way of measuring something 
that would be accurate, then to me that is worth looking into. 

Mr. Davis. I think it is an intriguing suggestion. I heard it some 
little time ago. It intrigued me then and it intrigues me now. I do 
not quite see how it handles this proposition of a buildup, though, in 
the stock values, that has, I think, plagued the insurance industry 
and its public-relations program for quite a while. 

Mr. Curtis. I suggested that the buildup in value of these stocks 
is to a large degree in the stockbroker’s mind in his statements. 
Every time the courts have had to determine how much of that 
surplus goes to the stockholders and how much to the policyholders, 
the stockholders have not ended up with great sums. Maybe there 
needs to be some public education for the benefit of these people who 
might be hoodwinked. 

I have a further theory on how this problem may be met as far as 
the sale of some of the stock companies are concerned so that there 
wouldn’t be this windfall, as it is, to the stockholders. But I feel this: 
That inasmuch as the mutuals have successfully competed with the 
stock companies, there must be an equivalent buildup in the mutuals, 
As I suggested before, I know where it is. I have no objection to it, 
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either. I think it has been used to finance the growth of the industry, 
which is fine. Through the premiums that the mutual collected from 
the present policyholders, the expansion of the business is financed, 
Many industries would just love to be able to finance their growth in 
such a fashion. But I think that is where some of this money has 
gone, which is the equivalent amount that the stocks might be passing 
on to stockholders. 

Mr. Davis. Of course, as to the distribution, one advantage it does 
have there is a clear point at which you can identify it as being stock- 
holder money, and that, of course, is the thing that has plagued and 
will continue to plague us under any law, I think, to some extent. 

Mr. Curtis. That is right. If they keep it in the company, they 
can use it as the mutuals do, to finance their growth. So then they 
are equal. But once they peel it off and give their stockholders some 
of it, then we might look and see what the actual profits have beer: 

The Cuarmman. Any further questions of Mr. Davis? 

If not, Mr. Davis, we want to thank you again for coming to the 
committee and giving us the benefit of your views. 

(The following material was rec eived by the committee :) 


Lire INSURANCE ASSOCIATION OF AMERICA, 
New York, N. Y., November 19, 1958, 
Mr. Leo H. Irwin, 
Clerk, House Ways and Means Committee, 
House of Representatives, Washington, D. C. 


Dear Mr. Irwin: During Mr. Deane Davis’ testimony at the hearing yesterday 
afternoon, two basic questions arose—one with respect to the excess-interest 
theory, the other with respect to the contention that mutual companies can control 
their taxes by paying out dividends. Mr. Davis offered to supplement his dis- 
cussion of these two points. Pursuant to this offer, I am attaching two memos 
which I hope you will have inserted in the record following Mr. Davies’ testimony. 

Sincerely, 
EUGENE M. TuHor®, 
Vice President and General Counsel. 


Question: Will the management decisions of mutual companies with respect 
to dividends be employed to reduce taxes under the total-income approach? 

(1) In general this contention has been grossly exaggerated. Mutual com- 
panies must build surplus to protect against contingencies and it is unreason- 
able to assume that surpluses will not be accummulated in order to reduce income 
taxation. As liabilities increase surplus must increase proportionately. This 
means that in a growing company there will be substantial additions to surplus 
to correspond with the annual increase in the company liabilities. A company 
would not permit surplus to get disproportionately low to avoid a 52-percent tax 
on additions to its surplus which is essential to the security of policyholders, to 
meet the unforeseen contingencies. 

(2) Competition among mutual companies focuses attention on the surplus 
position of the various companies. A company whose surplus was getting dis- 
proportionately low might well attract competitive attention on the ground that 
it was not maintaining an adequate surplus for the protection of policyholders. 

(3) The argument that mutual companies in good years would pay out most 
of their gains in dividends loses sight of the fact that dividend scales of mutual 
companies as a practical matter cannot fluctuate. In order to minimize taxes 
through dividend distributions, policyholders dividends have to gyrate from 
year to year. This would create a serious problem in policyholder relations 
because it would be difficult to explain a high dividend in 1 year and a lower 
dividend in the following year. 

(4) It should be pointed out that the combination plan suggested by the Treas- 
ury provides for a 26-percent tax on gains in excess of the investment-income 
base. Mutual companies, in our opinion, would not avoid taxes on additions 
to surplus even at the 52-percent rate, but whatever temptation there might be 
to follow such a course, the combination plan based upon a 26-percent rate 
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eliminates the incentive to the point where this argument as no reasonable 
application. 
ARGUMENTS AGAINST THE EXCESS INTEREST THEORY 


(1) Reference has been made to the fact that the industry average under 
the 1950 act will be less than 70 percent for tax year 1958, whereas the percentage 
deduction in the Mills law is 85 percent. The answer to this question necessarily 
involves the validity of the so-called free-interest theory. This theory assumes 
that the interest in excess of that required by the industry to maintain its 
reserves is an appropriate tax base. Actually, in order to maintain its re- 
serves, a company should earn, not the interest rate used in the reserve cal- 
culation, but the interest rate used in computing premiums—often a different 
rate. The basic assumption of the free-interest theory is thus subject to question 
as a matter of principle. The aggregate industry excess interest computed on 
the basis of the reserve interest is neither an indication of ability to pay taxes, 
nor an appropriate measure of taxable income under an income-tax law. 

(2) The reserve interest assumption of two companies of relatively the same 
size and with the same earnings on assets will vary substantially, depending on 
management decisions with respect to reserves. Under the excess interest theory, 
despite the identity of operations of the two companies, the tax result would be 
substantially different if the excess interest of each company were to represent 
its taxable income. Thus it seems inequitable to the policyholders of these com- 
panies to determine their tax liabilities on the basis of excess interest over and 
above the reserve assumptions their managements have adopted. 

In order to avoid this result, the 1942 and 1950 laws resorted to averaging. 
This produces additional inequities because the average of the industry is heavily 
influenced by a few companies holding a large percentage of the assets of the 
business. The less-than-70-percent industry average mentioned in connection 
with the 1950 law for tax year 1958 will penalize a large majority of the com- 
panies whose reserve requirements exceed 70 percent. 

(3) The excess interest theory applied on an individual company basis exerts 
a penalty on conservatism. The stronger the reserves the higher the tax. This 
further demonstrates that the excess-interest theory is unsound because tax 
consequences should not depend upon management decisions on reserves, the 
function of which is to protect policyholders. 

(4) Should the taxation of life insurance companies be based upon this un- 
sound excess-interest theory, either on an individual company basis or an in- 
dustry averaging basis, it is obvious that companies would adopt management 
decisions with respect to reserves which would tend to reduce the impact of the 
tax. Lower reserves would be carried for new business and reserves would be 
reduced for old. The action would adversely affect the tax yield to the Govern- 
ment. 

(5) The inappropriateness of the excess-interest theory as a measure of an 
income-tax base is further demonstrated by its application to a company in finan- 
cial difficulty. Such a company could be experiencing losses in its total opera- 
tion and yet under the excess-interest theory it would be required to pay a sub- 
stantial income tax. This, of course, is incompatible with the basic theory of an 
income tax law. More and more companies are getting into the risk-type business, 
where such a loss is possible. 

(6) It can be demonstrated that a tax on life insurance companies under the 
excess-interest theory would discriminate against life insurance and in favor of 
other savings institutions. If each life insurance company were required to 
pay a Federal tax of 52 percent on 30 percent of its investment income, it follows 
that the earnings on the savings of life insurance policyholders would be dimin- 
ished by approximately 17 percent. The earnings on the savings of individuals 
who invest their funds in other institutions are not subjected to such a high 
Federal exaction. This discrimination against life insurance as a form of savings 
is another reason for rejecting the excess-interest theory. 
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LiFE INSURANCE ASSOCIATION OF AMERICA, 
New York, N. Y., November 25, 1958. 
Subject: Percentage that term insurance represents of the ordinary life insur- 
ance in force and of the ordinary new issues. 


Leo H. Irw1n, 
Clerk, House Ways and Means Committee, 
House of Representatives, 
Washington, D. C. 


Dear Mr. Irwin: Since the hearings, the Institute of Life Insurance hag 
provided us with some additional statistics on term insurance. The figures 
represent a partial tabulation for companies representing about 80 percent of the 
total ordinary insurance in force in the United States at the end of 1957. The 
data is based upon a continuing study conducted by the Life Insurance Agency 
Management Association, of Hartford, Conn. 

The first table attached shows the percentage of term in ordinary new issues, 
You will note that term insurance is broken down into four categories as ex- 
plained in the footnotes. The table shows that for years 1955 and 1956 term 
insurance represented about 44 percent of ordinary new issues. Figures for 
1957, which are not as yet available, would probably indicate a somewhat higher 
percentage because the trend seems to be toward more term insurance. 

The second study shows the percentage of term insurance in total ordinary 
insurance in force, excluding credit insurance. At the end of 1957, the aggre- 
gate percentage was 20.6. With credit insurance added, it was 21.6. 

These figures demonstrate that (1) the trend is toward more term which 
means a decreasing volume of ordinary life and endowment insurance and (2) 
term insurance is so interwoven with permanent forms of ordinary insurance 
that it would be practically impossible to segregate it for tax purposes. Pro- 
posals to fragment term and other categories of coverage which do not produce 
substantial reserves is answered in a substantial measure by the figures in the 
attached tables. For example, the new-issue table shows that the largest per- 
centage of term is written in combination with permanent forms of ordinary 
coverage. Actually, half of the new term issues fall in this category. This 
combined form of term could not be segregated on a policy contract basis. It 
would be necessary to separate the term from the ordinary life or endowment 
contracts with which it is combined. This would require splitting contracts in 
an effort to separate gains and losses from the long-term and short-term com- 
ponents. This would appear to be practically impossible from an administrative 
standpoint and would require the most detailed type of Federal regulation, the 
very thing that should be avoided. 

Sincerely, 
EvucGene M. Tor, 
Vice President and General Counsel. 


P. 8S. I suggest that these studies and this letter be included in the record. 


Percent of term insurance in total ordinary life insurance in force (excluding 
credit), 1957 


Percent 


Regular term insurance (including automatically convertible term not yet 
converted) * 

Decreasing term insurance 

Extended term insurance 
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Term portion of other combination polices 


Total term—all types 


1Ffer 1 company which could not allocate its term insurance among “regular term,” 
“decreasing term,” and “extended term,” the total was included in “regular term.” 


Source: Estimated on basis of Institute of Life Insurance survey now under way, by 
tabulating data reported by companies representing approximately 80 percent of ordinary 
insurance in force in the United States as of Dec. 31, 1957. 

Nore.—If individual credit life insurance were included, the percentage of term to total 
ordinary life insurance in force (including credit) would be approximately 21.6 percent. 





~~ ewe 


es 


OD ryTo’wy 


eo Rete a's 


aiwmwAoo 


TAXATION OF THE INCOME OF LIFE INSURANCE COMPANIES 213 
Percent of term in ordinary new issues 


Percent of Percent of 
policies volume 


1956 1955 1956 


Type of term | 





Level term 

Decreasing term ata ated a 
Modified life ! and term automatic convertible to 10th year 

Term portion of all combination policies ? 





1 Modified life is not universally considered as term insurance. From the buyer questionnaire, how- 
ever, modified life and automatically convertible term are not available separately, and therefore it is 
impossible to remove the modified life portion. 

2In determining ‘‘percent of policies’? the total number of combination policies was used because each 
combination policy contains term. However, only the actual term portion of the combination policy was 
used to arrive at the ‘“‘percent of volume” figure. 


Notre.—Combination policies which have modified life as the basic protection and term as the additional 
protection are included with the combination policies. In these cases, the total of the basic and additional 
protection is used in arriving at ‘percent of volume” figures. ; 

Source: Life Insurance Agency Management Association, Current Buyer Studies. These studies are 
based on analyses of a sample of applications submitted to 68 ordinary and combination companies. 


Our next witnesses are Mr. Shanks and Mr. Menagh, of the Pruden- 
tial Insurance Company of America. 

Mr. Shanks and Mr. Menagh, we are glad to have you before the 
committee today. If you will identify yourselves for purposes of 
the record by giving us your name and address and the capacity in 
which you appear, you are recognized. 


STATEMENT OF CARROL M. SHANKS, PRESIDENT, PRUDENTIAL 
INSURANCE COMPANY OF AMERICA (ACCOMPANIED BY LOUIS R. 
MENAGH, JR., EXECUTIVE VICE PRESIDENT, AND WILLIAM 
CHODORCOFF, COMPTROLLER) 


Mr. Suanxs. Mr. Chairman, my name is Carrol M. Shanks. I 
am ees of the Prudential Insurance Company of America. As 
you know, of course, Mr. Menagh is with me, and also Mr. Chodorcoff, 
our comptroller. 

We have 34 million policyholders and our average amount of insur- 
ance per policyholder is $2,000. 

The Federal income-tax problem has beset the life insurance busi- 
ness for almost as long as the income tax has existed as part of our 
fiscal policy. Although a great deal of constructive thinking has 
gone into the problem of the equitable taxation of life insurance 
companies—particularly in recent months—I am convinced that the 
difficulty has been that at no time has the problem been clearly 
understood. I can give you no promise that this much needed clari- 
fication will be forthcoming today. I hope, however, that my efforts, 
together with those of others, may result in finding an answer that 
will prove to be of sufficient theoretical soundness and practical 
acceptability to be recognized. 

I propose, therefore, to do two things, namely, first, to define what 
I believe to be the problem that confronts us and, second, to indicate 
the objectives that I believe to be sought in any solution. 
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There appear to be four basic difficulties. First is the difficulty 
of determining what really is the net income for a life insurance 
company. Perhaps that is the only problem for, if we could agree 
on what was net income, there would be little argument on the ques- 
tion of the tax. The trouble arises, however, from the fact that the 
long-term obligations of a life insurance company make it very difficult 
to measure the company’s progress from one year to the next according 
to any universally accepted standards. ‘The estimate of present 
values of future commitments calls for the exercise of individual] 
management judgment. Within a wide range, no one can say one such 
opinion is clearly right and all others clearly wrong and, consequently, 
there is no general agreement on the precise progress of any company 
in any given year. Basically, that is our main trouble. 

Next, this main problem is greatly aggravated by the fact that 
all life insurance companies are not alike. Some are large, some 
are small, some are old, some are new, some are mutual companies 
and some are stock companies. They write many different kinds of 
life insuranec and annuities. A company may have a preponderance 
of long-term contracts outstanding requiring the investment of sub- 
stantial funds. On the other hand, a company may specialize in 
group insurance, generally short term, or in credit insurance of shorter 
term still where the investment feature is practically nonexistent. 
The writing of these different types of coverages produces markedly 
different results in respect to the kind of profits they produce for 
the stockholders, the type of dividends paid to policyholders, and 
the magnitude of the funds needed to carry out the deferred obliga- 
tions. The selection of a tax formula that does not impinge unfairly 
on any of the different types of operations has, indeed, become our 
No. 1 practical difficulty. 

Our third basic difficulty, as I see it, is that a segment of the public 
regard us as tax dodgers. They observe that the special statutes under 
which we are taxed because of the unique character of our business 
produce results which do not square in all instances with orthodox 
tax thinking. These attitudes are found even among intelligent busi- 
nessmen. A business which depends for its continuance and vitality 
upon public acceptance cannot afford to permit this cond‘tion to 
continue. No business has a greater stake in a stable economy than 
the life insurance business. In this unsettled world, there can be 
no stable economy without the payment of adequate taxes. We do 
not intend to shirk our responsibilities. But, on the other hand, we 
do not want our policyholders to bear an unfair share of the tax 
burden because of a misunderstanding of facts or a misapplication of 
a principle to a situation to which it is unsuited. 

The final difficulty is how to arrive at a sound basis of taxation 
of life insurance companies that does not discourage the willingness 
of the American people to save through insurance. In studying the 
details of various plans for taxing life insurance companies, it is 
well to keep in mind that the fundamental problem of our national 
economy throughout the postwar period has been the insufficiency 
of our national saving relative to the enormous demand for capital 
funds. This problem is likely to become even more difficult in coming 
years so that Government policy needs to be directed toward encour- 
aging more saving by the American people. Consideration of the 
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proper method of taxing life insurance companies should have this 
in mind. 

I would like now to revert to the points I have made for the purpose 
of amplification. 

First, I should like to expand on what I have described as our 
primary practical difficulty, that is, the difficulty of finding a formula 
that will not be unfair to certain classes of our business to the com- 
petitive advantage of others. I shall not attempt to deal with all 
or even many of such situations, but, rather, select. three situations 
which are typical although, in a sense, extreme. Because they are 
extreme, if we can find a solution which will fit them, there is good 
reason to hope that it will also conform to the less extreme situations. 

First is the difficulty of avoiding inequities in applying a tax on 
only investment income to (a) a stock life insurance company writing 
nothing but nonparticipating contracts at guaranteed rates and (0) 
a mutual company having no stockholders and writing nothing but 
participating contracts. ef ; 

Second are the competitive inequities that might be put into play 
in applying a tax based on total income to the same two types of 
companies. 

Last, we should take a good look at the application of any kind of 
a tax formula to those companies whose operations lie so far along 
the spectrum of life insurance business that the general rules be- 
come almost totally inapplicable. 


THE STOCK VERSUS MUTUAL ISSUE 


From the inception of our modern income-tax law in 1913, the 
diverse interests of stock companies and mutual companies have been 
known. The original law—a total income type—taxed net income 
before dividends to stockholders but after dividends to policyholders. 
At that time, there was little dissension between the stock companies 
and the mutuals. This was probably due to the very low tax rates 
then in effect. 

About the time they might have gone up to help pay for World 
War I and accentuated the stock-mutual difference, this difference 
became submerged in the hodgepodge of taxes applicable to the life 
insurance business during that war. 

Without going into this, it is sufficient to say that the entire muddle 
was dissipated by the merger of various odd taxes with a new type 
life insurance income tax in 1921. This was a tax based on the so-called 
excess interest theory. This is a theory which has been controversial 
ever since and it is not altogether clear that its original sponsors did 
not have their tongues in their cheeks as they used this theory to 
rationalize the new 1921 formula. However that may be, the new 
formula accomplished the practical purpose of consolidating a number 
of wartime taxes into a single law that produced what was thought 
to be a reasonable yield. 

The new law did another thing of far-reaching consequence. It 
taxed all companies alike—whether stock or mutual—on the basis of 
investment income alone. In this way, it was thought to avoid any 
advantage for either type of company. That principle has persisted 
in all subsequent revenue acts to date. 
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For many years, when tax rates were low, this “all in one boat” 
system did approximate equity. It was recognized that a stockholder’s 
interest was somewhat different from the interest of a pore in 
a mutual company but, in treating these interests alike, the policy- 
holder was not hurt much and the stockholder was given an advantage 
which was not enough at the then low tax rates to cause dissension, 

As tax rates increased and as the life insurance company tax grew 
by leaps and bounds, the time arrived, and we think it is here now, 
when the policy of ignoring the difference between the interests of the 
stockholder and the mutual policyholder must be reexamined if prin- 
ciples of equity are to be observed. 

In reaching this conclusion, let me assure you—and I am sure I 
speak for all of my mutual company friends—that we have no desire to 
handicap the stock company or to create a competitive climate through 
tax law under which stock companies are unable to thrive and expand. 
We need them and believe they should be fostered. But we also believe 
that it is possible to redress present inequities without interfering 
with their progress. 

To illustrate this phase of our problem, consider two companies. 
One is a mutual company, perhaps a large one with many policy- 
holders. All of its contracts provide for the payment of policy divi- 
dends which represent premium refunds. The other is a stock life 
insurance company that has never issued anything but nonpartici- 
pating contracts at guaranteed premium rates. Any time taxes go 
up, the increase must be reflected in the mutual company in lower 
policy dividends than would have been paid otherwise to its policy- 
holders. In the case of such a stock company, the increased tax burden 
must fall completely upon the stockholders’ interest. It can fall no 
place else because the premium rates on all its outstanding contracts 
are guaranteed and cannot be increased. 

So when we talk about the tax increase falling on the little fellow 
seeking to provide protection for his loved ones, perhaps we should 
remember that it also falls on some other people who, as investors in 
the life insurance business, are alike in most respects to the investors 
in any other kind of a business. The stockholder of a life insurance 
company has an advantage today over the stockholder in another busi- 
ness by reason of the fact that under the form of taxation applied to 
life insurance companies since 1921, his interest in the corporate earn- 
ings is treated exactly the same as the interest of the small and strug- 
gling policyholder whose income may be so low that he does not even 
pay an income tax. 

The danger is obvious. When we attempt to redress the inequality 
between the life insurance stockholder and the stockholder of another 
business by using a tax formula that treats stockholders and policy- 
holders alike, it is the mutual company policyholder who will get 
hurt. Some other remedy must be found. 

Compared to the number of holders of mutual life insurance who 
would suffer under an increased tax burden, the number of life insur- 
ance stockholders is small. Although the number of stockholders is 
small, stockholders’ earnings, however measured, are not inconse- 
quential. Let me illustrate. 

I have selected 30 stock life insurance companies that are members 
of at least 2 of the organizations served by our joint tax committee. 
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They include some small companies and some rather large, although 
none of the largest stock companies. This is a so-called specialty 
company. ‘They have issued nonparticipating contracts almost. ex- 
clusively. For the 5-year period 1953-57, these companies showed a 
net gain from operations of $332,588,000. They paid Federal income 
taxes for those same years of $42,097,000. If this had been any busi- 
ness except life insurance, this tax would have resulted from a taxable 
income of $80,956,000. Now it may well be true that the net gain 
from operations of $332,588,000 does not represent a proper measure 
of income upon which to compute taxes because some of it may be 
needed later to meet contract obligations. But no one could seriously 
deny that a considerable part of it represents profits for the stock- 
holders. The tax yield ha these companies as a group could be 
doubled and still leave the stockholders in a preferred position com- 
pared with the stockholders of another business. This could be done 
without any additional charge against their policyholders. Yet, if 
the taxes for life insurance generally are doubled, the present burden 
on all mutual policyholders would be doubled, despite the fact that 
life insurance policyholders are today taxed more heavily than savers 
through other mediums. Such a solution would be most unfair to the 
millions of mutual policyholders. 

Next, consider a difficulty of an entirely different sort. It can be 
summarized by saying that the use of a tax formula based on total 
income might provide an unfair advantage for the mutual! company as 
compared to a stock company issuing only nonparticipating contracts. 

As has already been mentioned, the determination of a life insur- 
ance company’s progress, whether a mutual or stock company, over such 


a short period as a year, roe upon the judgment of management 


toa greater extent than in other businesses. But in the case of a mutual 
company, management decision plays a greater part than it does in a 
stock company writing only nonparticipating contracts. This is ob- 
viously so because of the mutual company’s ability to control increases 
in surplus, subject to State regulation, through the manner in which 
it apportions dividends to its policyholders. This is something that 
the nonparticipating stock company cannot do. This is not to say that 
amutual company would completely alter its practices of paying policy 
dividends merely to minimize its taxes. There are very practical rea- 
sons why this would not be done, one of which is the supervision 
exercised over our business by the State insurance departments. But 
it is nevertheless true that, as compared to a nonparticipating stock 
life insurance company, a mutual life insurance company could enjoy 
some advantages under a total income type of tax. This is no small 
part of the problem. About two-thirds of all life insurance outstand- 
mutoday is on the participating basis. 

So we find ourselves in this kind of a dilemma. If we resort to a 
tax distributed in proportion to net investment income and, at the 
same time, try to redress the present inequities that exist between life 
insurance stockholders and stockholders in other businesses, we put an 
unconscionable burden on the mutual policyholder. If we resort to a 
total income type of tax, we can do a fair job of equalizing the position 
of life insurance stockholders and stockholders generally, but we create 
a possible competitive advantage in favor of the mutual company over 
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the stock company just because of the built-in flexibility afforded by 
the redundant premium and the policy dividend. 

At this point, I should like to discuss for a moment the nature of the 
competitive dislocation that might be brought about by the imposition 
of a total income type of tax on a nonparticipating stock company on 
the one hand and a mutual company on the other. About this there 
seems to have been much misunderstanding. 

First, consider only the business outstanding at the time a new tax 
law becomes effective. So far as the nonparticipating stock company 
is concerned, no tax increase falls on its policyholders because their 
premiums are fixed and they receive no dividends. But in the case of 
the mutual policyholders, all the increased tax burden falls on them 
through a reduction in their dividends. Thus, as far as the holders 
of existing contracts are concerned, all the discrimination is against 
those of the mutual company. 

In the case of insurance contracts sold after the increased tax be- 
comes effective, however, the situation may be quite different. Pre- 
sumably, the nonparticipating stock company will increase its pre- 
mium rates to take account of the heavier tax burden. The mutual 
company, however, may be able to avoid increasing premium rates 
and instead adjust its future policyholders’ dividends in the light of 
future experience. If it has to: pay heavier taxes, but the increase in 
taxes is not large enough to necessitate an increase in premium rates, 
its future dividends will be less than they otherwise would have been. 
But if through the greater flexibility inherent in the mutual method 
of operation, the mutual company is able to minimize its income taxes 
in a way not available to the nonparticipating stock company, then 
a discriminatory element could be injected where it would really hurt, 

-namely, in the sale of future business. This should not be ignored. 

The specialty companies: Lastly, let me say a word about the so- 
called specialty companies. These are companies, usually of recent 
origin, that write only that kind of life insurance or accident and 
health insurance that covers such a short term as to involve no sig- 
nificant buildup of funds and consequently involves no investment 
element. Obviously, no tax formula based upon investment income 
alone can be suitable for them as long as they have any other source 
of income. Most do have other substantial sources of income for 
their stockholders. 

One example of this type of company is one that writes only credit 
life insurance. Much of this insurance is written in a semicaptive 
market in which the normal sources of competition not only do not 
have full play but actually may operate in reverse. As a result, the 
premium rates used are redundant, and the gains from underwriting 
are relatively large. Such a company has been paying practically 
no Federal income tax under present and recent statutes and, in fact, 
would continue to be so favored under any formula based solely on 
investment income. 

The problem of the long-term business: Next, I should like to revert 


to what I have called our main difficulty—certainly our main theo- 


retical difficulty. That is our inability to agree on how to detérmine 


income for a life-insurance company. The answer would seem to be! 


simple, at least in the case of a stock life-insurance company. Why 
not apply the same methods used by any other business which, in 
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, effect, means determine the increase in surplus before dividends to 
stockholders and use that as the tax base? It is not that simple. 
, Except in most unusual circumstances, dividends paid to stock- 
: holders represent net income or profits which have accrued at some 
. time in the past, although not always in the previous taxable year. 
, But there may be a large increase in surplus even after these divi- 
dends are paid. And, if we may assume again for purposes of sim- 
: plification that this company writes nothing but nonparticipating 
y contracts, then it would appear that all this increase in surplus repre- 
f sents an accrual of undistributed profits for the stockholder. Again, 
: it is not that simple. ; : n 
7 The reason for this is that this surplus differs from the profits in 
; any other business. Its size depends so largely on management deci- 
. sion that no one can be sure when it is said to accrue, whether it really 
represents profits from the stockholder, or whether it, or at least 
ze some part of it, is in the nature of a reserve to enable the manage- 
- ment to meet its contract obligations many years in the future. No 
al one would deny that when, in a stock life insurance company, these 
accretions to surplus can be earmarked with certainty as being un- 
af necessary for the payment of contract obligations, they represent 
o profits and should be subject to the corporate income tax. = 
- lo illustrate, let me refer again to the 30 nonparticipating stock 
me companies’ experience. The net gain from operations for these com- 
ol panies for the 5 years 1953-1957 was $332,588,000. Out of this, 
He they paid cash dividends to their stockholders of $82,357,000. Ac- 
a cording to the figures, this leaves $250,231,000 of what appear to be 
rt undistributed profits. But are they truly profits which should ‘be 
ad. subjected to corporate income tax? If subsequent events should 
ati show that some part of this $250,231,000 was needed to meet contract 
el obligations, then this part should have been treated as an increase in 
nd reserves and should not have been subjected to that tax. It seems 
sa highly unlikely that all of this amount should have been so treated, 
aa but the basic problem is to determine just how much. On this question 
nia there has been no general agreement. 
ol So much for the technical side of the problem. 
for Phe bad public relations: The third aspect of our present diffi- 
culty, as I have outlined it, is essentially a public relations prob- 
dit lem. There are those who believe we are undertaxed. We must 
os be able to demonstrate whether or not this is the case. My own con- 
val clusions are that we may find that life insurance company stock- 
th holders are undertaxed as compared with stockholders of other busi- 
ba. nesses but that the policyholders are not undertaxed. Actually, there 
ie is some reason to believe that policyholders may be taxed too much. 
: These things must be explored and the facts brought out for every- 
wy | one to see and understand. We have contributed to the confused 
| thinking up to now by treating all life insurance companies alike 
i) the face of overwhelming evidence that they are not alike. We 
* must find a different way to attack this eee. es The course we 
a have been pursuing has led us into a deplorable situation, one under 
- which ‘the entire business—stock and mutual companies alike—has 
7 suffered. 
? J One need only read the advertisements and other literature being 
9 


put out by brokerage houses today to see what I mean. Briefly, it 
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invites the investor to profit handsomely by putting his savings into 
life insurance stocks. This advice does not go unheeded. In recent 
years, large individual fortunes have found their way into the life 
insurance business in all probability, not because of the stockholders’ 
dividends paid but because it offers a means of accumulating profits 
for the future under a tax law which is unduly favorable to that type 
of operation. No one can blame these investors. But I question 
whether it is good either for our economy or for our business, in 
which the public has such a large stake, for this condition to continue, 

Saving through life insurance and the taxation of life insurance 
companies: Another difficulty is how to arrive at a sound basis of 
taxation of life insurance companies that does not discourage the 
willingness of the American people to save through insurance. 

The basic problem which our national economy faces today and 
has faced throughout the postwar period is the insufficiency of say- 
ings relative to the enormous private and public demand for capital 
funds. This economy has been demanding, and is currently de- 
manding, more homes, more factories, more schools, roads, and public 
improvements of all sorts than we are able to finance out of the 
Nation’s savings. Much of the inflation we have experienced is 
directly traceable to the fact that newly created money has been 
drawn upon to fill the gap between savings and the demand for 
capital, One of our most vital needs today is to find ways to increase 
the national rate of saving in order to finance the great capital 
demand ahead of us without further inflation of our money supply 
and rising prices. 

Since the turn of the century life insurance has been a major and 
growing channel of saving. At the end of August of this year, 
total assets of life insurance companies—the invested saving of their 
policyholders—amounted to $105 billion. Life insurance has thus 
played a large and increasingly important part in financing the 
economic growth and hence the higher living standards of the 
country. For example, during the period 1946 through 1957 the 
life insurance companies made nearly $39 billion of home mortgage 
loans. Out of this total, nearly $11 bililon were FHA loans and 
$10 billion were VA loans. In addition, the life insurance companies 
have played an equally major role in financing the expansion of 
American business and industry. 

The funds which have made this possible have been the accumu- 
lated savings of over 100 million policyholders, most of them people 
of small or moderate means. Life insurance companies have thus 
been the channel through which American people as a whole have 
not only provided security for themselves and their families, but 
have also provided a major part of the saving which financed our 
national economic growth. In view of the great need for saving, it 
would certainly seem shortsighted to enact a tax law that would 
hamper the life insurance saving process. 

This is especially true today when there are clear signs that the 
period of growth of life insurance as a saving medium is coming to 
an end. In recent years the annual asset growth of the life insurance 
business has leveled off and the growth is now actually declining 
moderately. The reasons for this development are still not entirely 
elear, but one important factor is the trend toward a larger per 
centage of sale of insurance involving little or no saving element. 
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In considering the basis for taxing life insurance companies, there- 
fore, one of the vital questions is what effect such a tax will have 
on the willingness of the American people to continue to accumulate 
their savings through life insurance. This applies not only to the 
total tax yield, but also the form of the tax. For example, it seems’ 
clear that a tax on investment income tends to discourage the salé’ 
of policies involving a saving element whereas it encourages the sale 
of policies in which underwriting gains loom large. 

he foregoing represents my analysis of our problem presented in 
a nontechnical and obviously oversimplified fashion. I believe, how- 
ever, that it presents the highlights that should be considered and 
for which solutions must be found. 

Objectives: This brings me to the point of setting forth the objec- 
tives that I believe should be sought and against which any solution’ 
must be tested. These I shall set forth in summary form, as follows: 

1. The tax should fall equitably on (a) the policyholders of mutual 
companies, (0) the policyholders of stock life insurance companies, 
and (c) the stockholders of stock life insurance companies. Their 
interests are different and the solution must recognize this. 

2. The tax must not put stock life insurance companies at a com- 
petitive disadvantage with mutual companies.- Neither must it un- 
duly burden the mutual policyholder in order to preserve competitive 

uality between these two classes of companies. 

8. The solution must be one that can be understood by the public 
and which the public will accept. 

4.'The tax yield should be fair to life insurance as compared to 
other forms of institutional saving. 

5. The basis of taxation should encourage—or at least interfere as 
little as possible—with the continued strong flow of the people’s say- 
ing through life insurance into the economy of the country. 

Mr. Chairman, I would like to say just one more thing, if I may. 
Ithink the proposals favored by the Treasury as originally presented 
to us come nearer to meeting these objectives than any plan I have 
heard. 

At that time the Treasury favored, in calculating the taxable in- 
come in step 1 of the formula revaluing reserves at the rate earned’ 
on investments during the taxable year. 

The underlying philosophy of the Treasury, as I understand it, 
is that there are two approaches to the taxation of life insurance com- 
panies, the total income approach and the investment income approach. 

If either method is the sole basis, certain difficulties and inequities 
arise. Each has features which are desirable and each has features 
which are controversial. 

In order to employ the good features of each approach and mini- 
mize the bad, combination of the two approaches on a reasonable 
basis would seem to me the best solution to this problem. 

The Cuamman. Mr. Shanks, were you making the entire state- 
ment, or does Mr. Menagh have a statement to make? 

Mr. Menacu. I have no statement. 

Mr. Suanks. He was just to answer questions. 

The Cuatrman. Mr. Shanks, we thank you, sir, for your statement 
and your appearance before the committee and your pinpointing of 
our principal problem involved in this entire matter, I think, on page 




















































































































































































222 TAXATION OF THE INCOME OF LIFE INSURANCE COMPANIES 


1 of your statement, when you point out that the first difficulty is de- 
termining what really is the net income of a life insurance company, 
I think the record up to date may have created the impression that 
the only income that a mutual life insurance company enjoys is in- 
vestment income, whereas a stock company may enjoy investment 
income and underwriting income. Is that correct or incorrect ? 

Mr. Menacu. I think it is theoretically correct, Mr. Mills. 

The Cuarmman. As a practical matter, do not mutual life msurance 
companies engage in underwriting ? 

r. Menacu. Yes. 

The Cuarmman. Wouldo it not be possible for them to have under- 
writing income or at least gains from underwriting ? 

Mr. Menacu. You could put it this way: that it does have such 
income but it all reverts to the policyholders instead of the stock- 
holders. 

The Cuarman. I am trying to get away from, I think, the over- 
simplification of our problem that so far has been attempted. At 
least, I have the impression that somebody has been trying to make 
this oversimplification, proceeding on the basis of the true simple co- 
operative operation wherein the policyholder gets back everything 
that he is supposed to get back. 

I am not going to argue the theory of it. I am not talking about 
what it pays out, but as a practical matter is it not true that, so far as 
the mutual itself is concerned, a mutual, just as a stock company, in 
the first instance before any payments are made through distributions 
may have earnings from underwriting as well as net investment 
income ? 

Mr. Menacu. Yes. 

The Cuarrman. I am not talking about to whom it belongs or any- 


as else. 
r. Menacu. That is correct. 

The Cuarrman, It is utterly impossible then for us with respect to 
stock companies and with respect to mutual companies to reach a con- 
clusion on an annual basis of what the net income of either or both is? 

Mr. Menacu. As we have indicated, we think the Treasury pro- 
posal, as was originally presented to us, does produce such a solution. 

The Cuatrman. This is what I am trying to find out, and I think 
it is my basic eruys I am trying to find out first what is the net 
income of anybody for whom I want to try to plan a program of 
taxation. Just to come to us, as the Treasury has, on the basis of a 
suggestion, does not satisfy my thirst for information. I want to 
know, first, what is the net income, if it is possible to determine the 
net income ? 

Then I will be in a better position, I think, to decide whether or not 
the theory proposed for the extraction of revenues by the Government 
is sound or unsound. 

I am leading up to an overall question that I wanted to ask you about 
how we, for purposes of this study, may proceed to determine what 
the net income of a company is if we are not to take the statements 


of the company itself, either the mutual or the stock company. 
Mr. Menacu. I think you know that we must make some rather 
arbitrary assumptions, Mr. Mills, as has been pointed out, so that 1 
ear’s result is not indicative of the earnings of the year because of the 
ong-range nature of the business. That is our difficulty. 
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The CuatrMan. It is not a simple thing in any corporate firm or in- 

dividual proprietorship for the person to tell whether or not the 
amount that the Government says for tax purposes is net income this 
year is really net income over a cycle of 10 years. To accommodate 
that situation, we have provided, under the last tax amendment, for 
businesses to be treated over a 9-year period, the taxable year and the 
5 years forward, and 3 back to which losses can be carried. But I have 
always been told that if we applied the same theory to life insurance 
companies, it would take a much longer period to properly equate the 
earnings, a longer cycle than 9 years would have to be considered. 

However, I think a part of our trouble and I know certainly the 
trouble in Congress has been in part that a misunderstanding exists 
with respect to the income, and on the part of the public there is per- 
haps also some degree of confusion as to what is net income. 

If you cannot tell us, as an industry, what is realistically net in- 
come, we ourselves just have to be arbitrary about it because we can- 
not determine it. 

Is it any wonder, then, that the public questions whether or not we 
have the proper tax and so long as we cannot establish some guidelines 
by which we can determine what is net income the public is going to be 
confused forever about the theory of our tax and whether it is proper. 

Mr. Suanks. I could say that obviously you have to take what the 
reports show for the year. There may have to be adjustments be- 
cause of the long-range aspect, but you have to take those records to 
proceed on. It is the only way you can do it or the only way we can 
operate. You just have to go ahead on that basis. 

The Cuarrman. Are we then justified in taking these net additions 
as being income ? 

Mr. Suanxs. Obviously, we are quite clear at least what our net in- 
vestment income is and we also have underwriting and operational 
gains of one kind or another. 

The question of whether they belong to the policyholders or not is 
something else again, but you can determine these things. 

Incidentally, those side underwriting and operational gains are 
growing all the time in mutual companies, just as they are in the stock 
companies. 

The CHarrman. Let us take a life insurance company, mutual or 
stock. It does not make any difference. It is not a specialty com- 
pany. It does not have any underwriting income or anything else. 
Let us set up a theoretical situation. Let us see if we can make some 
determination about what the net income of it might be. 

Which would be the better approach to assess that net? This theo- 
retical company I have in mind has reserves of $900,000 and surplus 
of $100,000. Its reserve interest rate is 214 percent. Its earnings in- 
terest rate is 3144 percent. Under the theory that we have in the stop- 
gap legislation, we would say that $35,000 is its net investment in- 
come, would we not? 

Mr. Smanks. Yes. 

_ The Cuarrman. And that we take 85 percent as free investment 
income, aside from the provision of the small companies. Let use get 
away from that. We would take 15 percent of that $35,000 as being 
free investment income. Now, without knowing anything else. is 
that an accurate estimation of the net income of the company? What 
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right do we have to assume that that is the net income of that com- 
pany? That is all we know, and yet we proceed on that basis. 

Mr. Mewnacu. I do not think that is an accurate estimate of the 
earnings of the company at all. 

The CHarrman. But I have stated it the way the stopgap has 
worked, have I not? 

Mr. Menacu. I know you have. I have been on this quite a long 
while. 

Vhe Cuarman. I know you have. A lot of the details that I do 
not know you try to teach me. 

Mr. Menacu. I think first of all, this is no basis for earnings. Itis 
not an indication of ability to pay taxes because you can be going 
bankrupt and still have to pay them. 

The Cuarrman. I know some company executives who tell me the 
the amount of their tax is more than their net additions. 

Mr. Mewnaeu. I do not think that is too important. What is im- 
portant is what premiums you are getting and what reserves you put 
up. 
For instance, we at the present time could keep our present premium 
scale unchanged and have reserves on a 314-percent basis and substan- 
tially nothing would happen. We might say then that we did not 
earn enough to maintain our reserves, but actually our position would 
be as strong as it was before, because what we did not put in reserves 
we would have put in surplus. The amount of premium is what would 
govern, not the amount of reserves. That is a bookkeeping item and 
there is great latitude on that. We could keep the same premiums, 
set up 344-percent reserves, and put what was left over in surplus. 

The Cuarrman. The point I am getting at is that, so long as we 
approach it on the basis of not knowing what the net income is, and 
do not know more about this company than I have stated, we do not 
know whether the 15 percent is free any more than we know that 25 
percent is free, or that 10 percent is free, or that 5 percent is free, is 
not that true? 

Mr. Menacu. That istrue. I do not: know whether it is any help or 
not to illustrate this, by showing what one of our difficulties and one 
of your difficulties is. 

Suppose, first of all, that the money was just accumulated, the capital 
deposit made by the policyholders was just kept in the vault and 
nothing was done with it, and then redistribution occurs at death or 
surrender and it is clear that what they would get back of their capital 
deposits, would be the amount that they had put up less the expenses 
of handling the fund. 

The Cuairman. Under this situation is it not possible for somebody 
connected with this insurance company to know whether it has made 
$35,000, whether it has made $5,000, or what it has made ? 

Mr. Menacu. I could not. 

The Carman. Over a period of years? 

Mr. Menacu. Fora period of years? 

The Cuatrman. Yes. 

Mr. Menacu. Yes. 

The Cuairman. Is that not exactly what Mr. Shanks is referring 
to with respect to what these companies themselves have alleged that 
they have made in total? Are not they in the best position of 
anybody ? 
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Mr. Menaau. Yes. 

The Cuatrman. I am thinking solely of the viewpoint of the indus- 
try itself in this question. 

Then when these facts are appearing in this record and people who 
are not connect ted with this committee read them, is it any wonder that 
they raise the question about whether or not the tax law itself provides 
ashelter for the life insurance industry ? 

These figures are accurate, I assume, and I am sure Mr. Shanks has 
worked it out on an accurate basis, but if we are going to rely upon 
them as insurance companies to tell us what they have made and there 
is that excess over the taxable income, is there not reasonable justifica- 
tion for some wonder on the part of our public as to what we are 
doing? Can we not get to some basis? Maybe you have it in your 
surplus interest. I do not know, but can we not get to some basis 
that can accurately measure what is net income, to where we do not 
have to rely on what they say for purposes of solvency or anything 
else, but _— we can look at it strictly from the basis of taxation 4 

I think this surplus and interest idea is more or less your idea or ig- 
inally, is it not? At least you were a part in the development of it. 

Mr. Menacn. I was familiar with the original development; yes. 

The Cuamman. Let us see how that would work on this company 
that I have set up here with $900,000 in reserves and surplus of 
$100,000 ; we have a reserve of interest rate of 214 percent, and actually 
you earn an interest rate of 34% percent. First, this company has 
earned 1 percent more interest on its investment than it had caleulated 
it would need to carry out its commitments, is that not the situation ? 

Mr. Menaau. Yes. 

The Cuatrman. So under the theory for 1-percent initial interest 
the reserve would be reduced by 10 percent for this tax computation. 
That would give reserves then of $810,000, would it not ? 

Mr. SuHangs. Yes. 

The Cuarrman. Or a surplus over reserves of $190,000 at 314 per- 
cent interest ? 

Mr. Menacu. Correct. 

The CHarrman. Would that be your surplus interest under your 
formula ? 

Mr. Menacu. That would be $6,650. That is right. 

The Cuatrman. I said that earlier under the stopgap we would have 
come out with a surplus subject to tax of $5,250. Well, if this were 
representative of the industry as a whole and if this were the average 
case, say, this surplus interest in this instance would be the equivalent 
of about an 82-percent instead of an 85-percent rate under the stopgap 
proposal, would it not? 

Mr. Menacu. Yes. 

The Caarrman, Is that the way it would work out generally? 

Mr. Menacu. It would vary considerably by companies, Mr. Mills. 

The Cuarrman. I understand, but I say would it work out that 
way ? 

Mr. Menacu. Yes. 

The Cuarrman. Is that a realistic approach to what is net income? 
This particular company has nothing but investment income. It has 
earned 314 percent. It actually sold premiums on the basis of 214 
percent and had earnings of 214 percent. Is that not 1 percent actu- 
ally its net income ? 
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Mr. Menacu. I think so. 

The Cuarrman. Or its gross income. It would really be gross in- 
come, would it not? 

Mr. Menacu. In my opinion, yes. 

The Cuarrman. For purposes of taxation ? 

Mr. Menacu. Yes. 

The Cuarrman. Is that not more realistic than the other? I know 
you would agree that it is. 

Mr. Menaeu. Yes, I do. 

The Cuatrman. Let me ask you this: Where do we go if they pro- 
pose this theory when interest rates begin to go down ¢ 

Mr. Menacu. Of course, I think you have the underwriting profits, 
the secondary step, which tend to stabilize it. 

The Cuarrman. I know, but I want to come to that. I want to 
talk about this first. If we are going to do what Mr. Davis suggested, 
apart entirely from the investment income theory, to get to the surplus 
interest theory, where do we go in periods of declining interest? 
That company would not owe anything, would it, if it only made 214 
percent? Is that not a reflection of its income for tax purposes? 

Mr. Menacu. I think it is. I think that is what would happen. 

The Cuatrman. It has actually lost money if it only earns 2% 
percent. 

Mr. Menacu. Not unless it earns less than 214 percent. 

The CHairman. However, still under the stopgap proposal, the 
free investment theory, would we not be imposing a tax ¢ 

Mr. Menacu. We would. 

The Cuairman. Certainly we would be imposing a tax. 

Mr. Menacu. You would. 

The CHairman. I do not see how anybody can insist that, as a 
permanent proposition, just this one approach is the solution to the 
thing. I do not think it is fair to tax all these companies that have 
no earnings. If it will properly reflect the net income of the com- 
panies when they have taxable investment income and will not do it 
when they have no taxable investment income, then is it not much 
more realistic ? 

Mr. Menacu. So it seems to us; yes. 

The Cuamrman. I want to know the theory of it. Where do you 

et that 10 percent reduction in reserves and 1 percent addition in 
interest ¢ 

Mr. Menacu. That is a result of actuarial calculations that appear 
in some publications. 

Dr. Brandon, did we not give you substantiating material on that! 

The CuarrMan. He says you did. I want to know why. Is it the 
reflection of the history of what happened ? 

Mr. Menaeu. It is a reflection of the results over a changing reserve 
basis. 

The Cuarrman. Over a period of years. 

Mr. Menacu. It does not matter. You can take any year and value 
at 3 percent and see what it comes out to and then value it at 3% 
percent and see what happens and see what the variance is because 
of the difference in interest rates assumed. 

The Cuarrman. I want to know for this record that that is right 
and I do not want it to be 20 percent or 5 percent. 
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Mr. Menacu. I have not the material. It is in the material that 
Dr. Brannon has and unfortunately I do not have it with me. 

The Cuairman. Is there any possibility that it ought to be 12 in 
place of 10? 

Mr. Menagu. No, I would not think so from the studies which have 
been made. 

The Cuarman. I am trying to get this thing actually to what it 
ought to be. 

Mr. Menaau. The best I could do is say I will give you something 
on it, but I cannot at the moment, because it is an actuarial demon- 
stration. 

The Cuarrman. It would make some difference. 

Mr. Menacu. Undoubtedly it would, and of course this method was 
not devised for tax purposes. This existed long before any such 
system was ever thought of for making adjustments for tax purposes 
so it obviously is not influenced by any effect it might have on taxes, 
because it was purely an actuarial study. 

The Carman. You worked with this man who actually is the 
author. That is, you have worked with Mr. Menge, have you not? 

Mr. Menacu. I was associated with him. I did not work with him 
on it. 

The Cuarrman. I may, for purposes of the record, then be giving 
you credit for something you do not want. 

‘Mr. Menacu. I am well acquainted with it. I was a member of 
the tax committee that passed on it, but I was not on that particular 
subcommittee. 

The Cuarrman. If I am giving you more credit than you want, 
then I withdraw it. I know you have been in the business long enough 
to understand it. 

Mr. Menacu. I have worked on this income tax since 1921. 

The Cuarmrman. Are you convinced, either one of you, that the 
Government, the public, and the insurance industry itself can arrive 
at_a theory that more nearly reflects year to year the net income from 
investment than the type of theory that we have been following 
heretofore of trying to determine what is free income? 

Mr. Menacu. Very much so. I am very much convinced that we 
can. 

The Cuarrman. I know now. Let us see about this. What about 
the company that sets up a reserve interest rate of 314 percent? 

Mr. Menacu. It does not make too much difference in that point 
if you adjust your actual valuation interest rates. 

The CuatrmMan. This company has set up its reserve, because of 
its policy, of 314 percent. It has actually earned the same, the same 
reserve and the same surplus. It actually earns the same as though 
it did not have any surplus interest. 

Mr. Menacu. There would be no change in that respect, then. 

The CHarrman. I say, though, that it would be interest on the sur- 
plus, but it would not be interest on the reserve. 

Mr. Menacu. That is correct. The surplus would be increased, 
Mr. Mills, by the decision to set up the reserves at 314, the point I 
made earlier. 

The Cuamman. I am trying to get at this, though: Are we getting 
into another situation wherein a decision of the management of a 
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company could be made that they needed a 314 percent rate, when 
actually they did not need but 214, which might be a proper decision 
according to their thoughts at the time? The other company was 
right. Both of them had surplus, but are we getting ourselves into 
a position under this theory now here we would tax one and not tax 
the other the same amount ? 

Mr. Menacn. I do not think you are, Mr. Mills, because the money 
goes one place or the other. It either goes in reserves or in surplus, 

If the reserves are lower, the surplus will be higher generally speak- 
ing, and therefore the surplus has already been adjusted because of 
the larger amount that would go into it because of the smaller reserves 
that were being set up. 

The Cuareman. The fact remains that the tax paid by the two 
companies would be different ¢ 

Mr. Menacu. Not necessarily so. I will agree it would depend, to 
some extent, on management decisions as to how much surplus to 
hold, but it should theoretically be the same. 

The Cuarrman. What I do not want us to do is to get right back in 
the kettle of fish we have been in before. We write a theory of taxation 
for life insurance companies and then wake up 4 or 5 years from now 
to the fact that it did not produce any revenue. 

Mr. Menacu. Nobody knows that more than I. 

The Cuatrman. I know that. I am just asking for purposes of this 
record whether there is any danger under this theory of that hap- 
pening? 

Mr. Menacn. I would not think so, myself, but I have never given 
thought to that particular point. 

Just offhand, I would not think that would cause difficulty. 

The Cuarrman. I know. I understand one of the later witnesses 
might be able to help on this point. 

Thank you, Mr. Menagh. 

Are there any further questions ? 

Yes, Mr. Curtis. 

Mr. Curtis. There are two particular points mentioned in your 
paper about which I am particularly concerned. 

On page 14, you mention this trend toward the larger percentage of 
sale of insurance involving little or no saving element, and then you 
go on to conclude on that same page: 

For example, it seems clear that a tax on investment income tends to discour- 
age the sale of policies involving a saving element whereas it encourages the 
sale of policies in which underwriting gains loom large. 

I am very much interested in that, particularly since that is borne 
out, I believe, by the charts that Mr. Davis showed us. 

It seems to me that there are two problems that you pose in this 
paper and that is one of them, which, as I see it, has to do with the 
type of insurance that is written. The other problem is this one that 
you raise on stock and mutuals, but I would like to pause for the mo- 
ment on just this question. 

It seems to me that what you have pointed out there is probably true 
and probably the way our tax laws are written is bringing that about. 

Let me ask whether a better solution would not be to segregate that 
kind of business inasmuch as it covers largely short-term insurance; 
does it not ? 
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Mr. SwHanks. Yes; it is more short term. vay: 

Mr. Curtis. In other words, it does not have the complexities that 
are involved in trying to determine whether there has been a profit or 
Joss or how much is the profit and loss on a particular block of business 
of long term, ordinary life. 

This is particularly true in your specialty field; is that not true? 

Mr. Suanks. Yes; that is right. 

Mr. Curtis. Why would not that approach of segregating that kind 
of business that is put on the books which can be determined with a 

reat deal more certainty, just when there is a profit or loss, and not 
allow it to be involved in this extremely complicated problem that 
we do have in trying to estimate gains and loss in the long-term 
insurance ¢ 

Mr. Suanxs. Obviously some categories could be segregated, like 
group, for instance, but other categories could not be. It would not be 

racticable, and a good share of the term would be in that category 

cause a good share of the term is sold right along as a package, so 
to speak, with the permanent insurance. 

Mr. Curtis. I can see where some of it might not be able to be 
separated. 

ee one way we attempted to do this last time was by a new defini- 
tion of insurance companies, so that whatever they did did not receive 
this form of taxation. 

A further definition of insurance companies possibly would help, 
but it also seems to me that one way of doing it or helping in this 
area would be the segregation of certain types of insurance, that which 
our accountants, your accountants, Government accountants could de- 
termine with some degree of accuracy just what the profit and loss was. 
I think this is true of this specialty field at any rate, which has grown 
so large. 

Would that not at least help us in getting these foreign elements out 
of the basic problem ? 

Mr. SuAnxs. I do not know that it would help. It seems to me they 
would handle it one way or another. Just the broad categories would 
be all you would be able to segregate. I do not see how it would change 
the problem very much. 

Mr. Curtis. It would change the problem inasmuch as your sug- 
gestion in your paper that that form of insurance has had practically 
no tax under the investment income theory and I can see you are right, 
because they do not have reserves, so that all I am saying is it is one 
way of getting that tax and it should bear some tax. 

Mr. Suanxks. The way to get it would be to put a tax upon it, in- 
stead of putting it all upon the investment income. 

Mr. Curtis. That is what I am suggesting, only I would do it not 
by changing the present 1955 formula which was geared not to that 
kind of business at all, but was geared to the long-term long-range 
ordinary life, but by taxing that group of specialty insurance and other 
types of insurance that have no saving element, on an actual basis of 
profit and loss. This eliminates some of the complexity of the tax 
problem, this share of tax would be picked up. I think we would have 
a better picture. 

Incidentally, I was going to ask that question: Inasmuch as the 
specialty types have increased so much since 1955, in recent years, what 
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if we were to impose a tax on those kinds of business? How much 
revenue do you think the Federal Government might realize ? 

Mr. Suanxs. Of course, that is one reason that I advocate the com- 
bination plan which has been suggested, because it would for the first 
time impose a tax upon those underwriting profits in those other plans, 

I want to say that this industry is changing very rapidly. There 
is a great acceleration in this trend toward the types of risk under- 
writing which have little or no investment income. If the total tax is 
based upon investment income, it, in effect, will be upon a horse which 
is, in effect, dying away and we will find in not too many years that 
there would have to be a change; that you would have to put it upon 
the other elements, where you could get at the underwriting profits, 

Mr. Curtis. The point is this: I am asking why, instead of chang- 
ing the formula on the ordinary-life business, you would not accom- 
plish the same results, and I suggest probably better, by taking out 
this kind of business that could be taxed on a clearer basis? I do not 
see why we even have to deal so much in supposition when we are 
dealing with this short-term type. 

Mr. SuHanxs. The formula we have been talking about has been 
solely based on investment income, and the reason to change it would 
be to better it, by making it more equitable as to investment income 
and to include underwriting profits in some sort of a fashion. 

Mr. Curtis. What you are saying is that the investment-income 
approach is not good because a lot of business, as written, does not 
have any investment, and that is a good point, so that you are sug- 
gesting changing the investment-income approach. 

I am saying why not leave the investment-income approach as far 
as that kind of insurance that requires investment and segregate that 
which does not, which seems to me lends itself to a relatively simple 
formula? 

Mr. SHanxs. That is right, but it would have to be a special or 
separate formula for that type of business. 

Mr. Curtis. It seems to me that that might be a better solution, 
rather than to take this complicated area, which is always going to 
remain complicated, I suggest, on your ordinary life, which goes over 
a period of time. 

There is one other thing I wanted to ask. In this specialty area, 
do the States impose a premium tax on this specialty kind of insur- 
ance ? 

Mr. Suanxs. Ithinkso. I believe so in all categories. 

Mr. Curtis. Then the increase at the State level in the amount of 
tax paid by insurance companies would reflect this increase of busi- 
ness, would it not ? 

Mr. Suanks. Yes. 

Mr. Curtis. Yet we have the figure showing that the Federal tax 
take in 1957, 1956, and 1955 has been increasingly more than the pre- 
mium tax at the State level, which seems a little inconsistent with the 
theory that this form of insurance is not being reached. 

Mr. Suanks. I think it is not being reached at the Federal level, 
because it is just not taxed; but what it shows is that the tax upon 
the investment income has been excessively increased. 

Mr. Curtis. So that you would argue on that basis that as to the 
investment income, far from the Treasury complaining about that, 
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they ought to be happy about that part of it and maybe go after this 
part that has not been taxed ? 

Mr. Suanks. Of course, I would always love to see lower taxes. 

Mr. Curtis. Just a couple of questions on this stock-mutual thing. 
It is true, is it not, that any time a stock sells out in a merger or 
liquidation, do not the State insurance commissioners take cognizance 
of that and do they not have to give approval as to how they dis- 
tribute it? 

Mr. Suanks. Oh, yes, that is very carefully gone into, so that the 
policyholder s are protected in the situation. 

Mr. Curtis. What has been the experience in these liquidations or 
mergers as far as these surpluses are concerned? Have not a great 
deal of these surpluses that the stockbrokers have been advertising 
as being gain for the stockholders, been actually transferred to the 
policyholders’ credit ? 

Mr. Suanxs. Yes, I think in the main they have been held for the 
policyholders, have to be, probably should be. 

Mr. Curtis. So there needs to be a lot of education in this area. 
Maybe a lot of people are buying life insurance company stocks under 
the misapprehension that these are going to be gains of theirs. 
Would you not agree or would you? 

Mr. Suanks. Well, I think a lot of them have an exaggerated idea 
of what they are going to get, and I think the stock people will agree 
with that in many instances. 

Mr. Curtis. And, furthermore, although I think that there needs 
to be something done in this area and I am satisfied of that, partly 
through probably better definitions of insurance but also possibly 
bringing out in some way when that money is separated or these 
assets are separated from the corporate entity into the hands of the 
individual shareholders, I come back to this other thought, which 
is to me very basic and, if I am wrong, I wish to be disabused. The 
stock and the mutuals have been successful in competing with each 
other and if it is true that the stock companies have been gaining 
all this additional equity for their stockholders, I suggest that the 
mutuals have also been gaining a similar equity that is retained in 
the business. It does not go to the policyholders any more than in 
a stock company. This gain in equity goes to the shareholders but 
in both instances has been used to finance the growth of the industry, 
whether it is a mutual or a stock. 

Now, in order to keep the two competitive, I suggest that it would 
not be right to tax the stock company when it uses equity money, if 
that is what you want to call it, to finance its growth, if we did not 
tax the mutuals, but I can see that, when that money is no longer 
being used for financing growth, it might be taxed at that point be- 
cause it has been an earning; but the theory of your mutual that the 
money always goes to the mutual policyholder has been questionable 
in my mind because when do your last policyholders of a particular 
block of business that you have on your books actually realize when 
the last beneficiary dies, when does this money return 

Mr. Suanxs. First, I want to say that each class of policyholder in 
our company, and I think it is universal among the mutual compa- 
nies, receives 100 percent of funds. It does not go anywhere else. It 
goes to them when dividends are paid, either as annual dividends, mor- 





232 TAXATION OF THE INCOME OF LIFE INSURANCE COMPANIES 


tuary dividends, or as dividends in connection with the surrender of 
policies, one way or another. 

Mr. Curtis. That is the earnings. We would have to get into that, 
but we do not have time to do it here. However, this is an area that 
in my own mind has never been fully explored, as to what occurs, ag 
to whether the policyholder actually does get paid back, the last one, 
when they close out that particular class. 

Mr. Suanks. Yes, he does. 

Mr. Curtis. This is a matter of accounting, whether he really gets 
the realized value, because his money has been used partly, at any rate, 
to finance the growth of the company and therefore there is a vast 
equity that does exist that apparently never does go to any policy- 
holder. Otherwise you would not have this tr emendous growth in your 
companies. 

Mr. Suanxs. No, that is not correct. In absolutely each class of 
policy they pay for their own expenses over the years and they have 
this paid back to them a hundred percent. The growth that is there 
is merely a reflection of the assets of the company from the added busi- 
ness which we accumulated over the years. In each case each policy- 
holder gets his money back, because we figure it on long-range asset 
shares and they receive it in the form of dividends. 

Mr. Curtis. All I can point to again in comparison to the stock 
companies in a liquidation or merger is that there does remain some 
equity that goes to the stockholders and I suggest that the mutuals, 
having competed equally, there is a similar equity somewhere that 
remains in limbo. 

Mr. Suangs. No. 

Mr. Curtis. The reason I say that is this: If it were not so, then 
the stock companies would be driven out of business because the mu- 
tuals would be able to drive them out as they would have been using 
that fund to undersell the stock companies. I do not see how you can 
argue otherwise. 

Mr. Suanxs. I do not think I quite understand that last. 

Mr. Curtis. You have a residue, what you call the equity, that goes 
to shareholders. Presuming that the two cinanten 1ave competed 
equally over a period of years, in other words, the policyholder has 
been charged the same amount. If the stock has been able to accumu- 
late this equity for the stockholder, the mutual has accumulated a 
similar equity ee cause the price charged the policyholder is the same. 
Otherwise, if that equity actually had or at any time were distributed 
to the policyholder, the policyholder of a mutual would have been 
charged less than the policyholder of a stock company. It is just plain 
mathematics, it seems to me. 

Mr. SuHanks. Well, as a matter of fact, this could be discussed, I 
suppose, interminably, but, as a matter of fact, we have no equity. We 
have a surplus which, of course, is owned by all the policyholders and 
in each class as that goes along and falls out they do get back a hundred 
percent of it. 

Mr. Curtis. I tried to discuss this at some length in previous hear- 
ings and, tome, the mathematics are still there. 

Mr. Suanxs. If you want to take the time we could sit down with 
our actuaries and show you because we are very, very meticulous 
about that thing. 

Mr. Curtis. That is all I have. 
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The Cuarrman. Mr. Shanks and Mr. Menagh and Mr. Chodorcoff, 
we appreciate your being with us today and giving us the benefit of 
your thinking on this subject. 

Our next witness is Mr. Richard C. Guest. 

Mr. Guest, for purposes of the record, will you identify yourself 
by giving us your name, address, and capacity in which you appear ! 


STATEMENT OF RICHARD C. GUEST, VICE PRESIDENT, MASSA- 
CHUSETTS MUTUAL LIFE INSURANCE C0., SPRINGFIELD, MASS., 
ACCOMPANIED BY CHARLES W. BRIERLEY, COMPTROLLER 


Mr. Gurst. I am Richard C. Guest, vice president and a director of 
the Massachusetts Life Insurance Co., Springfield, Mass. My back- 
ground is generally actuarial and administrative in the life insurance 
business. I am a fellow and a past president of the Society of Actu- 
aries. I served as a representative on the 5-man team made up of 2 
association staff men and 3 company men who worked with your staff 
and the staff of the Treasury at the request of Secretary Humphrey. 

I have with me Mr. Charles Brierley, comptroller of the Massachu- 
setts Mutual, to keep me straight and help me out in case of questions 
I cannot answer. 

As in the case of Mr. Deane Davis, I am appearing on behalf of my 
company to present testimony which we hope will be of assistance in 
bringing about a sound legislative program. 

Although there is no organizat ional setup, this testimony of mine 
has been coordinated with that of the last two previous witnesses, Mr. 
Davis and Mr. Shanks, and with the one who will follow me, Mr. 
Warters. 

During the last year or so, my company has worked with that group 
of mutual companies represented in earlier testimony by members of 
the ‘Temporary Committee on the ‘Taxation of Mutual Life Insurance 
Companies. My company feels that legislation based upon the total 
net income principle, as illustrated by H. R. 18707, could be a con- 
structive and permanent solution to the taxation of mutual life in- 
surance companies. We feel also that the suggestion of the Treasury 
to combine an investment income approach ‘with a total net income 
approach ones likewise result in satisfactory permanent legislation. 
At this time we are inclined to favor the Treasury suggestion. 

This week’s  Satinnene so far seems to point toward three ap- 
proaches: 

(a) An excise tax on interest earnings; 

(6) An adjusted total net income method ; and 

(c) The Treasury suggestion which has been discussed by Mr, 
Deane Davis. 

To be more precise, my company favors the use of the so-called sur- 
plus interest method in the first part of the Treasury suggestion which 
is related to investment income alone. I agree with Mr. Davis who 
expressed his feelings that an adjustment. of the present stopgap 
method over to the point where it would become the 1950 law w west be 
completely intolerable and unacceptable and impractical to the policy- 
holders of our company. 

This surplus interest method which was developed by a subcom- 
mittee of the joint tax committee of the life insurance industry would 
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operate on an individual company basis. The business of each com- 
pany would be revalued upon the basis of the net interest earned rate 
of each company instead of on the basis of the interest rates assumed 
in the technical reserves required of each company. Individual com- 
pany adjusted surplus would be arrived at by subtracting these ad- 
justed reserves from the company assets. The taxable interest in- 
come would be the net investment income allocable to this recalculated 
surplus. 

Having arrived at taxable interest income by the method roughly 
described in the previous paragraph, a second calculation would be 
made on the basis of an adjusted total net income method suggested 
by the Treasury. The taxable interest base calculated in the the 
previous paragraph would then be adjusted upward or downward de- 
pending upon whether the second calculation based upon the total 
net income method was larger or smaller than the taxable interest ar- 
rived at in accordance with the previous paragraph. 

There has been criticism aimed at total net income methods like the 
one which the Treasury has suggested should be the second part of 
their proposal. This being the case, we have made a study to deter- 
mine whether the present distribution of the taxes under the stopgap 
law is fair and equitable. In the absence of such a study, which up 
to today has not been made, it is not possible to judge whether any 
proposed new method would result in discrimination or whether, on 
the other hand, it would tend to.correct an existing discrimination. 

A characteristic list of companies has been chosen—171 stock com- 
panies and 68 mutual companies, the membership of the American 
Life Convention, excluding Canadian companies. Canadian com- 
panies were excluded since the basic figures would relate to all opera- 
tions whereas the tax would relate to only the United States business. 

The study relates to their operations in 1956, which is the middle 
year of the existence of the present 1955-57 stopgap legislation. Ex- 
cept for the Federal income taxes related to that year’s operations 
which were not available in Best’s Life Reports, the figures used in 
the study have been derived from Best’s Life Reports. 

It was decided that the taxes would be compared with the net 
premiums received (premiums less any dividends paid to policy- 
holders) plus the net investment income which combination might be 
called adjusted gross receipts. It was considered that the premiums 
should be diminished by the dividends to policyholders in order to 
get a commensurate base in both stock and mutual companies. Ob- 
viously, nonparticipating premiums must be reasonably commensurate 
with participating premiums less policyholder dividends, otherwise 
nonparticipating insurance could not be sold successfully as it is being 
sold in competition with participating insurance. Although these ad- 
just gross receipts, company by company, would not be appropriate 
for use in the calculation of taxes, they are suitable as the basis for 
examining the relative level of tax being paid within the present 1955- 
57 excise investment tax law. 

By way of exnlanation, what we might call the adjusted gross re- 
ceipts involve all of our receipts. They are in the form of premium 
deposits less dividends, which are really price adjustments, and what- 
ever weearn as interest. We have to make all our disbursements out of 
these total receipts. They area universal base for all companies, stock 
or mutual. 
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For each company studied tabulations were made of the Federal 
income tax related to the 1956 operations and the adjusted gross re- 
ceipts for the corresponding year’s operations. The companies were 
then classified as stocks or mutuals. Each class was then divided 
into four groups as follows: 

Group 1: Adjusted gross receipts less than $10 million. 

Group 2: Adjusted gross receipts $10 million but less than $20 
million. 

Group 3: Adjusted gross receipts $20 million but less than $500 
million. 

Group 4: Adjusted gross receipts $500 million or more: 

This atabdieens was made in order to enable the judgment of the 
relative impact of the present stopgap tax on small companies, on the 
very few very large companies, and on the large group of intervening 
companies. 

The companies studied represent 94 percent of the total tax burden 
for the 1956 operations. 

The following are the tabulations of total tax dollars and adjusted 
gross receipts dollars and the ratio of taxes to receipts in each group 
under each classification. 

Then follows the table. 

(The table referred to follows :) 


1956 life insurance company statistics 
[000’s omitted] 


68 mutual companies adjusted gross receipts 





Group 1 | Group 2 Group 3 Group 4 
Bremer OF COMUAMIOG.. 6 oo 5 osc cc skh nec sde nsec nt oi 26 ll 26 5 
Operating gain before Federal income tax-_--......-.-- | $6, 904 | $9,540 | $182, 053 $396, 292 
I ial ela cies $1, 478 | $2, 409 $:8, 296 $129, 134 
ND Ol PINON he oo sé dccbdcbbasediceGopmcad~w --| $8,277,721 | $4, 786, 384 |$63, 250, 549 |$194, 866, 035 
Premiums less policyholder dividends.............---- a $88, 898 $111, 726 | $1,703,299 | $5, 123, 951 
Net investment income. -_................-......--.-_-- | $21, 349 $32, 717 $751,589 | $1, 656, 396 
eed gross receipts ..........--.cesecnuedesn.-.s.<-| (GIGS $144, 443 | $2, 454, 888 $6, 780, 347 
Percent Federal income tax to adjusted gross receipts__-| 1. 34 1, 67 2. 37 1.90 





171 stock companies adjusted gross receipts 











pcs eS 
| | } | 








Number of companies__...........- décrclwaitoseus 95 30 | 44 2 
Operating gain before Federal income tax is asian $33, 891 $33, 841 $230, 927 $95, 176 
EE NL i chido edahtipioicbuocddue cabin Kl $3, 902 $4, 827 $35, 804 $21, 451 
I a i $12, 999, 784 |$12, 423, 654 |$80, 696, 559 | $37, 354, 626 
Premiums less policyholder dividends__-.......-.-- peat $366, 895 $325, 023 | $2, 303, 025 $1, 229, 450 
Net investment income... ....................-. edeseded $58, 614 $66, 825 $466, 291 $275, 346 
i Eames ininitbal $425, 509 $391, 928 | $2,769,316 | $1, 504, 796 
Percent Federal income tax to adjusted gross receipts . - 0. 92 1.23 1, 29 1,43 
Federal income tax, total all companies studied__.__.._.____--______ 257, 301 
Adjusted gross receipts, total all companies studied_______________ $14, 581, 474 
Percent Federal income tax to adjusted gross receipts, total all com- 

nO QCUGIOG i. certo wkba. Seed ei Se OR 1. 76 


Mr. Guest. Mr. Davis in the testimony he has just given outlined 
the conspicuous changes in the nature of the life insurance business 
during the last 30 or 40 years. As a result of these changes, many 
companies are quite distinctly different from the typical company of 
the 1920’s, and all companies have undergone substantial change in 
form. This analysis gives us a measure of the incidence of the taxes 
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now being paid under the 1955-57 law. Evidently, as of today the 
burden of the tax is quite different between different classes of com- 
panies and different groups within the classes. It appears from the 
analysis of groups I1I that the tax burden related to adjusted gross 
receipts in the case of stock companies is slightly more than one-half 
that in the case of mutuals. 

An analysis of groups I and II shows clearly the special considera- 
tion which has been given to smaller companies so as to encourage 
organization and development of new life insurance companies in this 
country. Further analysis of groups I and II reveals that the tax 
burden on the small mutuals is substantially higher than the burden 
on the small stock companies, although the difference between stock 
and mutual in groups I and I] is less marked than is the case in group 
Iil. 

In groups IV the difference is the burden of the tax between mutual 
and stock companies is not as great as in the other groups. ‘The tax 
load on the group IV mutuals is lower than on the group ITI mutuals, 
This characteristic of the group IV figures is probably due to the 
impact on group IV of the large proportion of business in the grou 
life and group nonlife field, as well as in the industrial insurance field. 

Because of the testimony that has come before you I would like to 
insert here a documentary on the tax burden on my own company 
related to the amount of insurance. I will do it very briefly. 

A carefully adjusted Federal income tax per thousand dollars of 
insurance in the Massachusetts Mutual comes out to be $1.09 in 1957, 
the average premium less dividends, about $25, so that the Federal 
tax is 4 percent in the case of the Massachusetts Mutual of the net 
premium received by the company. If the 1942 law were to come into 
play, that would increase the tax about 50 percent, to $1.64 per 
thousand, and to about 614 percent of the premiums less dividends, 
the price paid. 

If, on the other hand, the 1950 law were put into play, it would mean 
that our tax would be doubled to $2.18, which under an average ad- 
justed price of $25 is 834 percent. 

On top of that there is a State premium tax of 2 percent on the 
net premiums, so that we are getting up between 10 and 11 percent 
if the 1950 law would come into play. 

I submit, sir, that that is an unbearable burden to the mutual policy- 
holders of Massachusetts Mutual Life Insurance Co. It is just too 
high, so that is why I say that anything coming close to the 1950 
law would be intolerable and would be completely inequitable to the 
policyholders of my company. 

I might say that we are not unusual in this regard. I could have 
picked out any one of a dozen or 15 other companies of somewhat 
similar type who would have had the same type of demonstration in 
relation to their tax burden. 

To continue the written testimony, we are in support of the plan 
suggested by the Treasury. It appears to us that it could be a reéa- 
sonable and equitable middle ground. The surplus-interest phase 
of the method would avoid repeated studies and enactments which 
have been characteristic of previous methods of taxing investment 
income. The surplus-interest method is extremely stable from year 
to year. The underlying surplus-interest method which dominates 
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the Treasury suggestion would result in a stabilized yield which 
should grow from year to year. 

The study included in this testimony shows that the ratio of taxes 
paid within the 1955-57 law to the adjusted gross receipts varies 
widely and in a definite pattern. The mutuals are subject to a rela- 
tively much heavier burden than the stocks regardless of the size 
group being examined and small companies generally have a much 
lighter load than that which would be proportionate to their size. 

There seems to be no means by which the above inequities can be 
remedied except by basing the tax in whole or at least in part upon 
a total net income for mula. Such a change in method of taxation 
will, of course, result in much larger increases in tax in those com- 
panies where it is evident that the present tax based upon interest 
alone is seriously deficient. Otherwise present inequities would be 
continued in new law. 

By way of explanation, I might insert here that fundamentally 
this is due to the fact that the investment income base turned up by 
the present law is frequently equal to or greater than the tax base 
which would be turned up by the pure total net income method with 
reasonable allowance for reserves, and so on. 

It is agreed by all that preferential treatment of small companies 
should be carried over to any new law. Moreover, provision should 
be made for the special risk involved in long-range low nonpartici- 

ating premium guaranties. After these two special requirements 
ie been fulfilled in any new law, overall equity will not be achieved 
until the remaining characteristic difference in tax burden revealed 
by this study has been largely removed. 

Your staff and the staff of the Treasury are conscious of these facets 
of the problem. We believe that it was after full consideration of 
them that the Treasury suggestion emerged. We believe, after pre- 
liminary examination of results even before some particulars have 
been resolved, that the Treasury suggestion would result in a much 
more logical and more equitable distribution of the tax load than is 
the case at present. Moreover, by combining 2 methods in 1, their 
suggestion is sufficiently temperate to avoid the creation of any com- 
petitive disadvantages. 

The Treasury method would be applied, company by company on 
an individual basis. This would avoid past inequities which have 
resulted from the use of industrywide global average factors in place 
of individual company factors. 

Some companies assume that they will earn quite a low rate of inter- 
est in the future on their investments and as a result carry large con- 
servative reserves; other companies assume they will be able to earn 
high interest rates in the future and carry smaller, less conservative 
reserves. Company discretion exercised as to reserve standards 
creates complications in the adoption of any income approach to the 
taxation of life insurance companies. 

The underlying “surplus interest” approach is designed to stand- 
ardize reserve treatment on the basis of the interest rate currently 
being earned by each company regardless of what assumption it may 
have made in its own discretion. 

I would like to emphasize the standardization concept. It does 
treat all companies alike regardless of what has been assumed in the 
past. 
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Such fairness in the treatment of individual companies is desirable 
as between companies and, being in no sense arbitrary, will provide a 
permanent solution to this particular aspect of the problem. The 
rate of interest assumed in each company’s operations would at lon 
last have no bearing on this tax base. The significant rate would be 
the actual earned rate, which is as it should be. 

The Treasury suggestion from its very nature gives unique and 
favorable treatment to companies with low surplus or companies with 
nonconservative low reserves or to both these conditions if existent 
in one company. We believe that this new feature is highly desirable 
in the interest of the safety of the policyholders concerned. 

I might interpolate here, apropos your question about the perma- 
nence of the tax, as to whether it might dry up, any drop in the part 
of the tax base derived from interest alone would be compensated 
immediately at least to the extent of 50-percent basis by the total net 
income formula part of the combination. As the one goes down, then, 
of course, the difference between step 1 and 2 goes up, and you get the 
compensating item. 

My company has moderately high reserves and a reasonable amount 
of surplus, so this last point does not apply to my own particular sit- 
uation. 

It is for these reasons and for other reasons included in testimony 
by others that we favor the enactment of a law along the lines of the 
Treasury suggestion. 

The Cuatrman. Thank you for your statement, Mr. Guest. 

Mr. Guest. Yes, sir. 

The Cuarrman. Is there other material that you desire to have 
included in the record ? 

Mr. Guest. No. 

The Cuarrman. We thank you, Mr. Guest, for coming to the com- 
mittee and giving us the benefit of your views. 

It is my understanding—and if I am wrong I want to be corrected— 
that you did work with Mr. Menge on this surplus interest. 

Mr. Guest. No, I didn’t work with him. I wasn’t on that sub- 
committee officially. I was there once in a while. I wouldn’t like 
it to be recorded that I took a substantial part in its deliberations. 

The Cuarrman. It is all right for me to give you credit, then, for 
at least some part in the birth of it. 

Mr. Guest. I knew what was going on. 

The Carman. I am sure you did. I have been intrigued with 
it. Let me ask you some more about it. You heard the questions 
that I asked of Mr. Menagh just a little bit ago about whether or 
not there could actually be standardization of reserves and so on, but 
what I am trying to get in the record is what I think the situation 
to be, namely, that there is standardization, and you have said that. 
However, I want to know why this method would provide for stand- 
ardized reserve treatment. One company for one reason establishes 
what is to another company an excessive reserve. Just the reverse 
happens with respect to the other company with different managerial 
policies. If that exists, 1 interest rate requirement is 214 percent and 
1 interest rate is 314 percent, and actually the 2 companies earn 314 
percent, how for tax purposes do we say that we have standardized 
the reserve treatment ? 
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Mr. Guest. In arriving at the surplus, assuming that they both 
earn the same rate, say, 314 percent ! 

The Cuatrman. Yes. I am just assuming a situation where one 
has 314 percent interest reserve requirement and the other 214 
and they both earn 314 and both have the same in the beginning and 
they have the same reserve and surplus. 

On the face of it they would pay a different amount of tax; would 
they not ? 

Mr. Guest. Insofar as the reserve is concerned the 314 percent com- 
pany would have no adjustment in its reserve because it is already 
314 percent. There is no difference between the two. 

The Cuarmman. The fallacy in the example I think is that they 
wouldn’t have the same reserve. 

Mr. Guest. No; it is a good example. The 214 percent company 
reserve would be adjusted to the 314 percent basis, which is the earned 
rate for both companies, so that the reserve which would be used to 
subtract from the total assets is the same in both companies after 
adjustment. 

The CHarrmMan. Would it then mean that under the circumstances 
with this adjustment they would pay the same amount of tax or 
not ? 

Mr. Gursr. That would depend on the resulting surplus and the 
resulting surplus would depend on the adjustment which standard- 
izes the reserve part of it, but if the two companies had the same 
ratio of surplus to their own accounting reserves, then it wouid result 
in a different tax. But, generally speaking, the company that is using 
a 314 percent reserve standard does carry in conjunction therewith a 
higher amount of surplus because the reserve standard is less severe 
and less stringent, so that whereas the adjustment would appear to 
bring them farther apart, that isn’t necessarily the case. 

The Cuarrman. That isn’t a bug, then ? 

Mr. Guest. No. 

The Cuatrman. Well, are there any we should know about? You 
have gone into it. You have looked into it. 

Mr. Guest. I don’t think there are, although there are certain par- 
ticulars that haven’t been completely clarified with your staff and 
with the technical people of the life insurance companies. 

The Cuatrman. What I am concerned about is this: If we know 
there is something wrong about it I want to find out about it now 
rather than find out 2 years later. 

Mr. Guest. In my opinion I think it is most desirable and quite 

safe to have this kind of a method which does standardize between com- 
panies. It will eliminate a lot of uncertainty, and it will be fair and 
should work out to be a good fundamental tax law, in my opinion. 
_ The Cuarrman. Do you consider it to be a truer reflection of net 
income from investment than the so-called free investment income 
method? What is the purpose of this new thought? Is it to more 
nearly reflect the net income from investment ? 

Mr. Guest. Yes, that’s right. 

The Cuarrman. That is the idea? 

Mr. Guest. Yes. 

The Cuarrman. Those of you who developed it think that it does 
come nearer reflecting net income of life insurance companies than 
the so-called free investment income formula ? 
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Mr. Guest. Better measure of net investment income. 

The CHatrman. I am talking about it in the case of a company that 
has nothing but investment income. Is it a truer reflection of that 
part of the income which should be taxed than the so-called free- 
investment-income formula ? 

Mr. Guest. Yes. 

The Cuarmman. Could you take a minute and tell me why now? 
I think I know what you are going to say, but I want it in the record, 

Mr. Guest. I would have to do it by illustration, probably. 

The Cuarrman. All right, sir. 

Mr. Guest. We go back to the illustration which was given to you 
and then you used again, the million dollars and the “$900 000 of 
reserves, and the $190, 000 of adjusted surplus. If you had two iden- 
tical companies and you had used this method to arrive at a tax base, 
they would come out with standardized reserves, and, with the stand- 
ardized reserve subtracted from the assets, you come up with some- 
thing peculiar to each company which represents more truly each 
company. 

On the other hand, if you use any variation of the free-interest 
approach, on a global or standardized basis you are going to come 
up with a straight percentage of the then interest earnings, and that 
is a fair test, but, if you go to the concept of the tax base being the 
amount by which, on an individual-company basis, the earnings on the 
assets exceed the theoretical earnings on the reserves, then you depart 
from an equitable and sound basis. 

The Caarrman. Actually, isn’t the net income of a life insurance 
company that amount which is excessive to its needs, its contractual 
needs and liabilities? Is that not one way of saying it? 

Mr. Guest. I don’t want to appear to be too particular, but are we 
speaking of net income as a whole, total receipts? 

The Dates. I am talking entirely of the company which has 
no underwriting income, and I am thinking in terms of net income 
based upon investment. What I am trying ‘to get at is that, for pur- 
poses of this investment income, we are trying to find out how we can 
measure what is the net income. Is not the net income, at least for that 
purpose, that amount which the company has that is excessive to its 
contractual obligations? Is that what it is? 

Mr. Guest. If there were no other gains or losses and all the ex- 

enses balanced out so there was nothing else beyond that, in that 
hypothetical, very special case—you would never have it—the answer 
would be “Yes,” but that is not typical. 

The Cuammnan. I understand it is a hypothetical case and there is 
no such company, perhaps, that has that kind of income, of course, but 
what I am trying to say is that what you are suggesting, this surplus 
interest, comes nearer reflecting that, does it not, than ‘this arbitrary 
rule of what is free investment income ? 

Mr. Guest. If I understand your question, I think the answer is 
“Yes.” Twill say yes. 

The Carman. I don’t see how there could be any other answer but 
yes, because you have made a commitment. Iam paying so much for 
my premium and, in addition to that, it is based upon the fact that you 
have tomake 214 percent. That part of what you make you must have 
in order to pay me or my heirs, but you make 314; you have their 1 
percent interest that is not needed to carry out your contract. 
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I am saying that that is a better measurement of what is net to you 
from that one source than is this theory of so-called free investment 
income in total. That looks at the industrywide average, perhaps, 
not applicable to your company. Am I confused? 

Mr. Guest. I am confused. I don’t think you are. 

The Crarrman. I am trying to find out whether this is a good 
jdea that you and Mr. Menge have calculated, and it seems to me it is, 
as a better test of what is the net income, at least from this source, of 
any insurance companies. 

Mr. Guest. Of course, as to the net income of an insurance company, 

ou couldn’t get a situation of the type upon which you make your 
i ypothesis. 

The CrarrMan. At least, Mr. Guest, I assume that, as far as this 
one item is concerned, whic ‘h is enjoyed by all insurance companies, say, 
there must be some way to determine w hat is the net of that item or net 
income from that item. 

Now, is the better way to test it and to reach that conclusion to look 
at what we call or what you call the surplus interest you made, or to 
look at the total of your investments and reach a conclusion that part 
of your investments are needed and a part are not needed, by some 
arbitrary rule? 

Mr. Guest. I would say that that needs 2 qualifications, 1 for stock 
companies and 1 for mutuals. For the stock company, the assumed 
rate to be used should be the rate which they have used in premium 
calculations. As to a mutual company, to keep the price comparison 
on the same level, we should consider the level of dividends. 

The Cuaremayn. I think we are saying the same thing. 

Mr. Gurstr. That is all right. We will let the record stand in that 
form. 

The CrarrmMan. I am just trying to help your idea. Are there any 
further questions ¢ 

If not, we thank you gentlemen for your appearance before the 
committee and the information you have given. 

Our next and final witness today is Mr. D. N. Warters. 


TESTIMONY OF D. N. WARTERS, PRESIDENT, BANKERS LIFE C0., 
DES MOINES, IOWA, ACCOMPANIED BY WILLIAM RAE, SECOND 
VICE PRESIDENT AND ACTUARY 


Mr. Warrters. Gentlemen, my name is D. N. Warters, president of 
the Bankers Life C ompany of Des Moines. Before going ahead with 
this testimony, Mr. Mills, on account of the late hour, would you 


prefer that I turn this in? 

The CuarrMan. No,sir. I will stay here with you. 

Mr. Warters. Thank you, sir. 

The Cuarrman. Goright ahead. 

Mr. Warrers. Bankers Life C ompany of Des Moines, Iowa, is a 
midwestern, middle-of-the-road, medium-sized, mutual legal reserve 
life insurance company with over $900 million of assets, and I repre- 
sent approximately 1,200,000 policy yholders and insureds. 

While I am a fellow of the Soe iety of Actuaries, I am testifying here 
because I have made an effort to follow the company Federal income- 
tax picture for a number of years from a broad management point of 
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view. During the last year, I have been a member of the joint tax 
committee of the trade associations mentioned by others, but I am 
testifying as a company representative, not as a member of that com- 
mittee. I am accompanied by one of the actuaries of my company, Mr, 
William Rae. 

My testimony will be in support of the Treasury suggestion ag 
described in the testimony of Mr. Deane Davis, president of the 
National Life Insurance Company of Vermont, and others. 

I am testifying to that-suggestion as made October 28 with the 
surplus-income method used in step 1. 

For many years Congress, the Treasury, and the life insurance 
industry have sought an equitable tax law under which each life 
insurance company would pay an income tax in harmony with the 
tax philosophy and the taxload placed on corporations in other lines 
of business. A permanent tax law would mean much to the life 
insurance industry. Each company would know what to expect and 
be able to plan in advance—of vital importance as we are issuing 
long-term contracts. 

The requirements: To date all efforts to develop an equitable for- 
mula on a permanent basis have failed because of the difficulty of 
fixing the net income on an annual basis of a company engaged in 
this long-term business of life insurance and because of the many 
ways in which individual life insurance companies differ from one 
another as to coverages they issue. 

The difficulty arises in finding a tax law which will meet all of 
the following requirements: 

1. Our country and our people are best served when both mutual 
and stock companies successfully operate in active competition, one 
with the other. 

In a mutual company there are no stockholders. The policy- 
holders join together, much as multiple partners, each to provide 
himself with life insurance protection. Each policyholder dopants 
his premium computed equitably among the others, and is entitled 
to a return of any unused portion of that premium as a so-called 
dividend. 

In a stock life insurance company, there are stockholders supplying 
capital to the company. In return for risking their capital they 
are credited with any net corporate income when it is earned over 
and above amounts required to carry out the terms of contracts issued 
to policyholders. The policyholder pays a premium and does not 
receive a refund of any amount not needed in carrying out his contract. 


An acceptable tax bill should recognize the differences between’ 


the operation of a mutual life insurance company and a stock life 
insurance company. 

2. There are many different kinds of insurance contracts issued 
by life insurance companies. Some forms of insurance are primarily 
investment contracts and develop substantial investment income, for 
example, endowment insurance and annuities. At the other extreme, 
we have term insurance furnishing protection in the event of death 
with very little investment element or investment income. In addi- 
tion, there are specialized fields such as group insurance, pension 
insurance, and credit life insurance. A proper tax law should fairly 
tax each of these forms insofar as taxablé income is created for policy- 
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holders or for stockholders. No two companies write exactly the same 
proportion of each form of insurance and some companies specialize 
entirely in a particular form or field of insurance. 

8. It is important that the entire taxload not be put on investment 
income. It is very important to the United States that the tax system 
be reformed wherever possible to encourage savings. As a country, 
we cannot grow faster than the national rate of savings justifies. If 
we try to do so, we increase the money supply, which is the certain 
road to continued inflation. Ambitious plans for economic growth— 
housing, schools, roads, and so forth—are paid for by inflation where 
the funds involved exceed the total savings of the Nation. This is 
the wrong time to further penalize the investment forms of life insur- 
ance and make them less attractive to the buying public, thereby 
defeating the efforts of the large army of life insurance salesmen to 
increase our country’s savings fund. 

4, Any solution must recognize the long-term nature of the insur- 
ance contract and the impossibility of determining the actual gain or 
loss which will arise out of each individual insurance contract until 
that contract is finally matured. Thus, any annual determination of 
net income for statement purposes is, at best, an estimate. The larger 
part of the so-called gain from operations in any one year must be 
held to take care of possible future losses against the value at which 
assets are held and those losses which may rise from mortality, epi- 
demics, or expenses in excess of those anticipated at the time the life 
insurance contract was issued. The estimate of the present value of 
these future contingencies is a matter of management judgment, and 
this judgment will vary between companies. 

The solution: We in the industry find ourselves divided into many 
sections, each offering a solution which meets the need of that sec- 
tion, but entirely unworkable in the eyes of other sections. The varied 
testimony presented to you well illustrates the difficulty in finding a 
single solution which will be fair to everybody. 

he plan suggested by the Treasury again on October 28 and de- 
scribed by Mr. Deane Davis is born of careful study of all the other 
proposed plans, taking from each pertinent parts and combining them 
asa whole. It has been available only for the last 2 weeks, and thus 
has not been widely studied in the industry. I have discussed it with 
other Iowa companies and others in the industry as occasion offered. 
Among these I find a great deal of support for the development of this 
plan as offering the best solution to our tax problem. I and others 
believe it soundly solves the great majority of the income-tax problems 
plaguing our industry. 

This proposed plan has the following advantages : 

1. The plan first includes taxable income arising from investment 
earnings and thus recognizes the arguments presented by those who say 
it should be the tax basis. This income is common to both mutual and 
stock companies. This first step properly does not tax investment 
earnings required to maintain reserves and carry out the contract 
obligation of the company. In determining the amount of interest so 
required in maintaining reserves, I favor the so-called adjusted-reserve 
or surplus-income method. This method takes the practical viewpoint 
that for tax purposes reserves needed for future liabilities can be best 
calculated on the basis of the actual interest rate earned in the tax 
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year. Required interest then becomes interest on reserves so cal- 
culated at the actual interest rate earned in the year in question. This 
method is better than those used in the 1942 law, the 1950 law and the 
Mills law in that it is not necessary to calculate any arbitrary Secre- 
tary’s ratio or fix (as in the Mills law) a percentage of earnings in the 
law itself. It avoids arbitrarily applying some industry ratio to all 
companies irrespective of individual company experience. Here, we 
have the actual earning rate of each company directly reflected in 
determining the deduction allowed to that. company. We avoid any 
so-called global approach. 

2. The next step in the plan includes in the tax base 50 percent of the 
net gains in excess of the investment income tax base. All of the 
various ways in which income other than investment income arises ina 
life insurance company are taken into account in this step. Thus 
are properly recognized the different lines of business in which each 
company specializes, particularly those lines where there is little or 
no investment income and stockholder profits come almost entirely out 
of premiums paid by policyholders. 

3. It is of paramount importance that the special situation in- 
volving group insurance be recognized. Here we have intense com- 
»etition, not only between stock and mutual life insurance companies, 

ut with various plans of self-insurance which already have com- 
petitive advantage in that they are not subject to tax by the Federal 
Government and the various States. The mutual and stock company 
operations in this area are identical for all practical purposes, the 
mutuals paying dividends to policyholders and the stocks grantin 
premium rate reductions. If companies are to compete with self: 
insurance and competition is to be fair between stock and mutual com- 
panies, the two types of companies should have the same tax treatment 
on group insurance, and neither should be put at a tax disadvantage 
with self-insurance. 

4, By taking as taxable income 50 percent of the net gain in excess 
of the investment income tax base, the long-term nature of the life 
insurance operation. is properly recognized. Because of possible future 
losses which will have to be met out of funds currently received, a very 
large part of any amount shown as gain from operations in a par- 
ticular year may ultimately turn out to be something else, It must be 
held to take care of future losses against values at which assets are cur- 
rently carried, losses where investments have to be sold to meet un- 
usual cash demands when money is tight, losses due to possible epi- 
demics and losses which may arise where expenses increase beyond the 
amount assumed in calculating the premiums. This last is a very real 
hazard in these inflationary times. This adjustment is very necessary 
in order to make it possible for the company to adequately protect its 
policyholders against these hazards and because of the great impor- 
tance of a sound and stable life insurance industry. 

5, It is vitally important that insured pension funds be relieved 
from income tax and be given the same tax treatment given uninsured 
plans. That is suggested by the Treasury and can easily be done under 
this plan of taxation. 

The primary reason for my appearance before you is to urge that the 
present competitively unfair tax penalty on insured plans be removed 
as soon as possible. Applying the 1957 tax law the cost of an insured 
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plan is increased about 7 percent above that of an uninsured plan. 
This situation was recognized and cor rected by your committee in H. R. 
7201 as originally passed in the House in 1955. Unfortunately, al- 
though without prejudice («ue to lack of time for hearings), the Sen- 
ate was unable to concur and the inequity was not removed in the bill 
ultimately passed. In recent years many insured plans have been 
changed to the uninsured basis, and this trend will rapidly increase if 
the situation is not properly corrected, Any unfair tax burden on in- 
sured pension plans is unfortunate as— 

(a) It deprives many pensioners of the additional guaranty avail- 
able if the plan is insured. 

(6) It taxes the pensioner twice, once as funds for his pension are 
being accumulated and once when he receives his pension. 

(c) It discriminates against small businesses as it is very difficult 
for a small pension fund to be satisfactorily operated on a self-in- 
sured basis. The small fund is not large enough to obtain a proper 
spread of mortality among its members and widely diversify its in- 
vestments and other risks. 

(d) It defeats the intention of Congress. It has never been your 

licy to discriminate unfairly between one way of doing business in 
fav yor of another. You have always done your best to encourage com- 
petition on a fair and equitable basis. 

The elimination of the present discrimination against insured plans 
would mean a lower cost to the employer which would result in a 
higher corporate tax from him. 

Over the years many pension plans have been insured in the 
eompany which I represent. Because of this unfair discrimination 
some have felt obliged to give up the guaranties provided by the 
insurance company and self-insure part or all of their fund. Many 
others are still insured, and I speak for them and those insured in 
other carriers—employees and employers—in urging that you correct 
the situation in any bill you consider. 

6. The plan properly follows the States of Missouri and New 
York in recognizing the need for special contingency reserves under 

roup insurance. it rightly allows the deduction of a policyholders’ 
fund based on the increase in nonparticipating reserves Nonpartici- 
pating premiums contain little margin to take care of asset losses 
and future contingencies. It is very necessary that contingency re- 
serves be accumulated in addition to tabular reserves. The higher 
structure of participating premiums makes possible dividends on 
participating insurance which, if necessary, can be passed and used 
to meet unexpected losses. However, many feel that some deduction 
for a policyholders’ fund (in a lesser amount than ca nonparticipat- 
ing insurance) should also be allowed for participating insurance. 

I would strongly urge liberal tax treatment for small companies. 
This could easily “be provided in one of several ways under the 
ag law. It is very difficult and expensive to successfully 
aunch a new company in the life insurance business. In fact, it is 
so difficult that few companies ever start on a mutual basis. Pro- 
vision of capital by shareholders who are willing to wait for a 
return on their money is essential. Any book earnings should not be 
subject to full tax until the company is well established and has built 
a satisfactory surplus to meet contingencies. 
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8. The proposed law materially increases the income tax which 
will be collected from the life insurance industry. Yet it fairly 
distributes the taxload among the companies. It remedies an existing 
situation under which certain lines of insurance not producing in- 
vestment income have been tax free. It corrects the situation which 
has been largely responsible for the statements made by investment 
analysts in regard to the desirability of life insurance stock as an 
investment because of their tax position. It is this situation which 
is responsible for the feeling-in the minds of many that the life 
insurance industry is undertaxed. Our public relations should be 
greatly improved if the proposed plan is adopted. 

Conclusion: The Treasury suggestion which has been outlined in 
the testimony of Mr. Deane Davis and others is in the public interest 
because— 

1. It is as fair among all segments of the business as any proposal 
could be. 

2. It gives promise of permanence, thus establishing a favorable 
climate for our business, which is operated for the benefit of the 
families and the economy of the country. 

3. It gives a satisfactory return to the Treasury and a return 
responsive to changes in our business. 

4. It does not put the entire taxload on investment income. 

The Cuarrman. Mr. Warters, you have made a very fine statement. 
We appreciate your coming to the committee and giving us the benefit 
of your views. 


There being no questions, that concludes the call of the calendar for 
today, and the committee, without objection, adjourns until 10 o’clock 
tomorrow morning. 

Mr. Warrters. Thank you, sir. 

(Whereupon, at 5:45 p. m., the committee was recessed, to re- 
convene at 10 a. m. Wednesday, November 19, 1958.) 
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TAXATION OF THE INCOME OF LIFE INSURANCE 
COMPANIES 


WEDNESDAY, NOVEMBER 19, 1958 


House or REPRESENTATIVES, 
SUBCOMMITTEE ON INTERNAL REVENUE TAXATION 
OF THE COMMITTEE ON WAyYs AND MEANS, 
Washington, D.C. 

The subcommittee met at 10 a. m., pursuant to recess, in the hearing 
room of the Committee on Ways and Means, New House Office Build- 
ing, Hon. Wilbur D. Mills (chairman) presiding. 

The CHarkMAn. The subcommittee will please come to order. 

Our first witness this morning is Mr. Edward J. Schmuck. 

Mr. Schmuck, will you please come forward ¢ 

Mr. Scumuck. Good morning, gentlemen. 

The CHairman. Mr. Schmuck, will you identify yourself for the 
record, please, sir, by giving us your name and address and capacity 
in which you appear ¢ 


STATEMENT OF EDWARD J. SCHMUCK, VICE PRESIDENT AND GEN- 
ERAL COUNSEL, ACACIA MUTUAL LIFE INSURANCE C0., ACCOM- 
PANIED BY LLOYD K. CRIPPEN, VICE PRESIDENT AND ACTUARY; 
AND WILLIAM SIMPSON, SECOND VICE PRESIDENT 


Mr. Scumuck. I am Edward J. Schmuck, vice president and gen- 
eral counsel of the Acacia Mutual Life Insurance Co., of Washington, 
D.C. Lappear here on behalf of that company. 

May I associate with myself for purposes of this hearing Mr. Lloyd 
K. Crippen, vice president and actuary of the company, and Mr. Wil- 
liam Simpson, second vice president of the company, and if I may, Mr. 
Chairman, in the course of questioning if we encounter technical ques- 
tions that are, in my judgment, beyond the field of a mere general 
counsel, I would like to call upon these gentlemen for technical assist- 
ance, 

I am appearing before your committee on behalf of Acacia Mutual 
Life Insurance Co. We appreciate this opportunity to appear and we 
do so with the hope that in the time allotted to us we may contribute 
to the positive thinking that is necessary to the effective development 
on manent legislation for the tax: ition of life insurance companies. 

uch legislation, we believe, should provide tax revenues in an 
amount. which the life insurance companies can reasonably bear and 
which will reflect an appropriate total contribution from the opera- 
tions of our business to the needs and purposes of the Government. Of 
equal importance, the tax formula to be enacted into law, in its dis- 
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tribution of the tax burden among the individual life insurance com- 
panies, should give adequate recognition to differences of operating 
philosophy and results among the companies and differences in their 
financial structure and their accumulated capital, surplus, and other 
retained funds. Recognition should also be given to the fiscal and 
competitive results flowing from those differences and to the ability 
of the individual companies to pay taxes. 

Averaging or other arbitrary formulas are unsound: Every for. 
mula for the taxation of life insurance companies enacted since 1921 
has been based upon a uniform average or arbitrary deduction for in- 
terest required to maintain policy reserves. The fundamental un- 
soundness of each of these statutory efforts has been evidenced by the 
fact that none of them has been satisfactory in long-range result to 
the Government or to the life insurance industry. It is our firm con- 
viction, which we believe has been validated by experience, that there 
never can be or will be a sound permanent formula for the taxation 
of life insurance companies unless it imposes the tax on a company- 
by-company basis; in other words, unless it is a formula which will 
determine the taxable income of each company on the basis of its in- 
dividual operating results and not on the basis of an industrywide 
average or other so-called global factors. 

It seems unnecessary here to expand upon the essential unsoundness 
of the 1942 tax formula, under which the companies will be taxed 
unless a new law is enacted. A single sentence of the report of the 
Committee on Ways and Means (Rept. No. 1296 to accompany H. R. 
10021, 85th Cong.) is perhaps the best stated and most succinct con- 
demnation of the 1942 formula that has been made. The sentence 
reads : 


Your committee believes that it would be unreasonable to return to a funda- 
mentally unsound tax formula simply because under the changed conditions of 
1957 it would produce a larger amount of revenue. 

I may say this, Mr. Chairman, that we think that the reasons un- 
derlying that statement when it was made are just as valid today and 
that there are good sound reasons for the statement that the 1942 
formula is fundamentally unsound. 

The 1942 formula was abandoned by Congress in 1950. It was un- 
sound then. It still is. We know of no one within or without the 
Federal Government who would assert that this formula is sound and 
therefore should be permitted again to become the effective statutory 
method for taxing life insurance companies. 

The short-lived 1950 formula, another version of an averaging 
formula, was abandoned by Congress in 1952 with the agreement of 
the Treasury and the unanimous concurrence of the life insurance 
companies. It was unsound then. It still is. That formula, if re- 
vived in its original or in any modified form, would be extremely and 
disproportionately burdensome to a substantial number of life insur- 
ance companies. It is deficient in its method of measuring the taxable 
income of individual companies. It is even more deficient in its 
method of distributing the tax burden among the companies. 

The formula of the 1955 stopgap legislation shares the basic de- 
ficiency of the 1942 and 1950 formulas. It has produced pressures in 
the Congress and in the Treasury Department for a new tax formula 
The 1955 formula made marked improvements in a number of the 
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elements of the law controlling the taxation of life insurance com- 
panies. But in the most significant element, the reserve interest de- 
duction to be taken in arriving at taxable income, the flat percentage 
deduction allowed to all companies is the equivalent of the averaging 
approach underlying the prior formulas. Like them, the 1955 for- 
mula also has failed in its operation to bear a continuing relationship 
to the operating results of the life insurance companies and their ca- 
pacity and ability to pay taxes individually and in the aggregate. 

Any formula which disregards the individual company’s operating 
resulis is so erratic in its impact among the companies that in itself 
it is an influence toward the stifling of true competition, particularly 
experimentation with new operating principles and different means 
of reducing the insurance cost to policyholders. This erratic effect 
can be illustrated in connection with the 1955 formula. In the case 
of our company, the Federal income taxes paid under the 1955 formula 
in the years 1955-57 amounted in the aggregate to 42 percent of the 
funds available to our company for addition to surplus after divi- 
dends to policyholders. In the year 1957, 69 percent of our avail- 
able net gains were paid in taxes. By contrast, for the industry as 
a whole, taxes paid in the 3 years 1955-57 under the 1955 formula 
amounted to 25 percent of the net gains after dividends to policy- 
holders and in 1957 to only 27 percent. 

We in Acacia have been and are willing to pay our fair share of 
taxes. We want no company to pay more because of Acacia’s opera- 
tion. Acacia wants to pay no more because of some other company’s 
operation. Under any averaging formula, some companies will pay 
more than their fair share of the taxes and others will pay less. This 
has in fact been the result under all formulas in effect since 1942. 

The Treasury Department has given recognition to the essential 
inadequacies and unsoundness of a formula which fails to base the 
taxable income of life insurance companies upon the actual experi- 
ence and requirements of the individual companies in its letter to 
your committee of April 10, 1958, and in testimony given upon a 
number of occasions before congressional committees. We are hope- 
ful that in these hearings other life insurance companies also will 
give active support to the concept that the tax method established 
as permanent legislation should be based upon the operating results 
of the individual companies and that further attempts to measure the 
net taxable income of a life insurance company by reference to an 
arbitrary, industrywide standard or average interest deduction should 
be abandoned. 

We are gratified, gentlemen, that in the course of these hearings 
that hope has been realized. 

We urge and hope that your committee will most carefully consider 
and will adopt this as the fundamental principle of the legislation 
which is about to be written. 

The investment income approach: The concept of taxing directly 
the free investment income of each life insurance company has been 
considered and previously rejected by your committee, by the Treas- 
wry Department, and by the majority of the life insurance industry. 
Two major practical objections to it are that it will radically change 
the distribution of the tax among the individual companies and it 
will not reach all taxable income that should be part of an appropriate 
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tax base. These arguments have strength and there can be little, if 
any, question as to the validity of the second point. 

It seems appropriate to note, however, that if the starting point of 
your committee’s considerations, the previous tax formulas, effected 
a distorted and discriminatory distr ibution of the tax burden among 
the companies, as they have, it is obvious that any move in the diree- 
tion of correcting and enlarging the tax base will change the relative 
tax impact upon the individual companies. Certainly, neither that 
inescapable result nor the desire of some companies to perpetuate 
for themselves the highly preferential characteristics of the previous 
tax formulas gives soundness to the unsound proposal that the perma- 
nent legislation be the 1955 stopgap formula, either with its present 
reserve interest deduction or with that deduction moved downward 
to some lower arbitrary percentage. In fact, were the deduction to 
be reduced on an average, uniform basis to or substantially toward 
the actual industrywide percentage of investment income rec uired 
to maintain reserves, some companies might be seriously affec ied: 

The so-called surplus interest basis of taxation which has been 
proposed is an implementation to a considerable degree of the com- 
pany-by-company approach to the taxation of life insurance com- 
panies. Through its basic technique of revaluation of reserves, this 
proposed method establishes, on the basis of each company’s operat- 
ing experience, a relationship among the individual company’s earned 
interest rate, reserve interest requirement, and surplus accumulation, 
At the same time, this method proposed minimizes appreciably the 
effect of the individual company’s reserve interest rate assumptions, 
This surplus interest proposal may well be a practical move in the 
direction of the company-by-company approach and toward the aban- 
donment of the essenti: lly unsound averaging concept. The proposal, 
in our opinion, should receive the serious consideration of your com- 
mittee. However, it is an obvious fact that this proposal does not 
recognized sources of income other than investment income enjoyed 
by a . number of companies and which, in some of the specialty com- 
panies, constitute the preponderant part of their income and, in some 
stock companies, the major sources of profit to their shareholders. 

The total receipts approach: The total receipts approach, although 
theoretically inappropriate for mutual life insurance companies, does 
avoid most, if not all, of the problems which have been implicit in 
the tax laws based on the investment income approach. H. R. 13707 
is a demonstration that, despite the numerous difficulties inherent in 
the total receipts approach, it is possible to draft a bill on this basis. 
It well may be determined in the end that life insurance companies 
should be and will be taxed on the total receipts basis. 

Obviously, there are many differences of opinion as to the nature 
and extent of deductions which should be provided in such a bill. 
Our company would benefit from enactment of H. R. 13707 as drafted. 
We recognize, of course, that some of its povisions for special dedue- 
tions are subject to reascnable differences of opinion and may not 
be acceptable as stated to either the Treasury Department or the 
Congress. In its so-called alternative or floor provision, H. R. 13707 
provides merely for a continuation of a modified form of the 1959 
stopgap legislation. To this continuation of the averaging and 
arbitrary reserve interest deduction as a foundation for the determi- 
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nation of taxable income, Acacia, for the reasons previously stated, 
expresses its firm opposition. 

n the other hand, we feel that your committee might well con- 
sider that the total receipts approach should constitute at least in 
part a basis for the taxation of life insurance companies. — 

Much has been said in prior hearings, and has been or will be said, 
especially on behalf of stock life insurance companies, in these hear- 
ings, about the inappropriateness of the total-receipts approach for life 
insurance companies. Traditionally, this argument of the stock com- 
panies has been founded primarily upon the contention that since life 
insurance is a long-range business, the annual net gain from opera- 
tions of an individual company is no true measure of its profit. 

This argument has a certain plausibility, but it cannot stand against 
the realities of the securities market, the cash and stock dividends paid 
to the shareholders of stock life insurance companies, stock splits, and 
the massive accumulation of surplus, a large percentage of which has 
inured or will inure to the personal benefit of shareholders. The pro- 
testations of the stock life insurance companies, viewed against these 
realities, become evident as purely a self-seeking effort and should be 
rejected once and for all by your committee. 

In approaching the study of a tax formula based on the total receipts 
method, we know that your committee will consider carefully adjust- 
ments or deductions vital to both mutual and stock companies in the 
preservation of both their financial integrity and their competitive 
position. We ask that in this as in any other study leading to the de- 
velopment of a bill, the individual companies be accorded the privilege 
of submitting to your committee or to the staff membérs assisting 
your committee individual problems which appear to justify considera- 
tion. 

The combination proposal: We have been informed, and these hear- 
ings have confirmed our information, that there has been suggested a 
proposal which would develop the taxable income of the individual life 
insurance companies partly on an investment-income formula and 
partly on a total-receipts formula. This proposal, we believe, has 
strong practical merit, provided it gives full recognition to the fact. 
that all parts of the formula should be based upon a company-by- 
company approach. We feel that, within the broad outlines of this 
proposal, there may lie the long-awaited solution to the need for perma- 
nent legislation covering the taxation of life insurance comnanies. 

We therefore join with those who request that your committee and 
the staff available to it, in conjunction with the staff of the Treasury 
Department and with such assistance from our industry as will be 
helpful, proceed with the study of this proposal and the effort to 
develop a bill within its framework. 

Such a bill should be based in its investment-income aspect upon the 
surplus-interest approach or some other approach which does not in- 
corporate an averaging or other arbitrary factor. Full allowance 
should be granted for investment expenses. Both in the investment- 
Income aspect and in the total-receipts aspect, such a bill should take 
account, among other things, of the possible need for adjustments for 
small companies and for companies whose reserves have not been fully 
strengthened or in which the relationship between reserves and sur- 


plus is substantially below the average for the life insurance industry 
as a whole. 
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In conclusion, may we remind your committee that, in a mutual life 
insurance company, which Acacia is, any taxes imposed are a charge 
solely upon policyholders. Taxes can be paid only as part of annual 
operating costs, or by reduction or elimination of dividend refunds 
made to policyholders, or by depleting the surpius held solely for the 
benefit of policyholders and owned by them. We have confidence 
that your committee and the Congress desire that no tax law shall 
have the effect of being unduly burdensome or a threat to the financial 
integrity of any company. We offer the facilities of our company 
and any information that may be available to us to your committee 
and the staff members in the pursuit of your studies, with the firm 
hope that out of them there will evolve a fair, a reasonable, and a 
permanent statute for the taxation of the life insurance companies. 

Mr, Chairman, in response to the letter of the clerk of this com- 
mittee, there is appended to this statement a summary of the 10 major 

oints which are incorporated in it. May we ask that be entered 
in the record without reading ? 

The Cnairman. Without objection, that will be included at this 
point in the record. 

(The document referred to follows :) 


SuMMARY OF Points Mape IN STATEMENT OF EpwArRp J. SCHMUCK ON BEHALF OF 
ACACIA MUTUAL LIFE INSURANCE Co. 


1. The Federal income tax upon life insurance companies should— 

(a) In the aggregate and by individual company be an amount that the 
companies can reasonably bear. 

(b) Fairly reflect the capacity of the life insurance companies to con- 
tribute to-the cost of government. 

(c) Take account of differences among the companies, their financial 
structure, operating policies, and results. 

2. A uniform average or arbitrary deduction for policy reserve-interest re- 
quirements is both unsound and unfair. 

3. All elements of the tax formula should be based upon the operating ex- 
perience of the individual companies, not upon averages or other arbitrary 
factors in the tax formula. 

4. The provisions of the 1955 and prior tax formulas based upon averaging 
the reserve-interest deduction should be abandoned. 

5. The recently proposed surplus-interest formula is a reasonable approach 
to taxation of the investment income of life insurance companies. 

6. A tax based solely on investment income does not reach all taxable income 
of the life insurance companies and is deficient in concept and discriminatory 
in result. 

7. The total-receipts approach is practicable for life insurance companies, 
provided a law base‘ on this approach contains reasonable and adequate safe- 
guards of the financiau? integrity of the individual companies. 

8. H. R. 13707, in som> of ‘ts provisions, is not a practicable implementation 
of the total-receipts approach. 

9. The proposal that the tax on life insurance companies should be based in 
part on the surplus-interest approach and in part on the total-receipts approach 
seems to offer a sound basis for permanent legislation and should be studied 
carefully. 

10. A bill developed on this combination approach should provide for deduc- 
tions on the basis of the individual company’s experience, not upon average 
or arbitrary factors, and should contain appropriate safeguards for companies 
requiring them. 


The Cuarrman. Mr. Schmuck, we appreciate your coming to the 
committee and giving us the benefit of your views with the experience 
that you have had in the industry. 

We have a very long calendar today and I am going to forgo asking 
a number of questions of you and other witnesses today, but I would 
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like to ask you, as an advocate of the company-by-company approach, 
what your answer is to the charge that is made by others that this 
approach bases taxes on varying assumptions which may have been 
made with respect to reserve requirements rather than basing taxes 
on «actual reserve needs. 

Mr. Scustuck. Mr. Mills, I am not going to try to duck a compre- 
hensive answer to that comprehensive question, but perhaps in the 
interest of conserving time I could relate my answer more specificall 
tothe proposal for the surplus interest formula. 

It is our opinion that that charge is completely negated by the 
very terms and provisions of the proposed surplus interest formula, 
because under that formula the individual assumptions of each com- 
pany are so minimized that they are practically eliminated. 

The Cuatrman. As I understand, under the formula we would 
have to apply a flat rule, so-called industry experience rule, in deter- 
mining the percentage of reduction of reserves in relation to the excess 
surplus. 

It was suggested yesterday that for every 1 percent.excess or surplus 
interest we reduce the reserve by 10 percent. That would not be a 
company-by-company rule, but an industrywide rule, as I understand. 

You wou'd support it in spite of the fact that it would have that 
characteristic ¢ 

Mr. Scumuck. We would support it, sir, for two reasons. Let me 
say we would support the basic formula for two reasons. 

First of all, while we think that this proposal for the 10 percent 
adjustment per 1 percent of variation in earned industry rate is a 
sound basis, we do not agree that it is necessarily the only basis upon 
which this adjustment could be prescribed. 

Obviously, at the other end of the methods that could be devised it 
could be required that each company make an actual recalculation of 
its reserves according to the established actuarial tables. That is an 
obvious alternative. 

The Crramman. May I interject at this point ? 

Mr. Scumuck. Yes, sir. 

The Cratrman. However, is that not a rather expensive procedure 
for an insurance company to undertake ? 

Mr. Scumvuck. It would not be a simple procedure, sir. I do not 
think it necessarily would be inordinately expensive, particularly if, 
should this committee feel that that was the method that should be 
followed, you would lay down, say, a 3-year or a 5-year interval for 
that recomputation. 

The Cuamrman. You mean it would not require it with respect to 
each taxable year, but with respect to every third or fifth taxable year? 

Mr. Scumvcr. Yes, sir; for each third or the fifth taxable year let 
them establish for themselves the percentage of adjustment up or 
down per 1 percent of variation in the earned interest rate. 

The C1rarrMAN. Would you modify the so-called Menge suggestion 
to provide for an alternative procedure that might be in the form of 
an election so that an individual company could adjust its reserves if 
it wanted to rather than to follow the prescribed rule of thumb of 
10 percent reduction for each 1 percent of excess interest ? 

Mr. Scumvuck. No, sir; not necessarily, and the reason that we would 
not recommend that, Mr. Mills, is the second reason that I mentioned. 
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The second reason is that this is a pure actuarial assumption upon 
which many of the various actuarial procedures and processes in 
connection with insurance have been developed. This is not an actu- 
arial assumption indulged in for the purpose of this tax formula. It 
is of the same generic type, the same essential nature, as many other 
actuarial assumptions that underly the insurance operations of the 
life insurance companies. 

Credence has to be given to those actuarial methods and has been 
given to them in the development of all tax formulas, and it is’ in- 
escapable it must be so. 

This, in our opinion, would be another recognition of an element 
of sound actuarial principle. We use it in other phases of our opera- 
tion and so, to that extent, we do not feel that this is a major deviation 
from the company by company principle, and, Mr. Mills, may we 

oint this out: It is the only assumption that needs to be indulged 

fore you throw the entire effect of this surplus interest formula over 

to the individual company’s results. It is the only assumption that 
needs to be made. 

The Cuarrman. Mr. Schmuck, I think I understand how, as one 
member of the committee, I would present such a formula to a group 
of reasonable men and expect their support of it, but when I get to the 
question of why the reduction of the reserve by 10 percent for each 
1 percent of surplus interest, I bog down. I do not know what answer 
to give to the question that might be raised, “Well, how do you know 
that that is the proper relationship for each 1 percent of surplus 
interest? Can you assure us on an industrywide basis that this is the 
appro riate percentage reduction of the reserves? 

Why should it not be 5? Why should it not be 12? Why should 
it not be 15?” 

I understand what is really at the basis of it, that a reserve based 
upon 3 percent and a reserve based upon 2 percent come out in the 
opinion of the actuary to the same result over a 10-year period. Is 
that why you get the 10 percent ? 

Mr. Scumuck. I think perhaps I should let Mr. Crippen answer 
this. I have been through this same process of questioning with our 
actuarial people, Mr. Mills. The assurance that I have is that the 
studies which have been reflected in papers which were prepared and 
submitted to the actuarial professional societies, and I understand 
there are several such papers, validated, that over a period of years, 
taking the distribution of business, both in nature; that is, ordinary, 
term, and so forth, taking consideration of the aging of business, 
taking into account all of the factors, it has been found that over the 
years this 10 percent factor is a reasonable and a proper basis for the 
actuarial people to use in the fulfillment of their professional obliga- 
tions as the actuaries of the individual life insurance companies, and it 
is my further understanding that by and large they have used and do 
use that. 

As to the technical background for it if you want to pursue that, 
may I suggest that question pass to Mr. Crippen. 

The Cuairman. I do not want to get too technical about it. I 
want to understand it. What I am trying to ascertain is through the 
use of it what do you try to establish and why can you establish what 
it is you want to establish by saying 10 percent and not saying 5 per- 
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cent, or 8 percent, or 12 percent, or 15 percent. That is what I am 
trying to get at. 

r. Scumuck. I think that the thing has developed, Mr. Chair- 
man, primarily in the process of strengthening reserves, or, let us say 
that in recent years the studies were evolved primarily with the 
prospect of strengthening reserves. 

An actuary in a company that sets out in the judgment of its man- 
agement to strengthen reserves must have a beginning and a starting 
point. He must be able to say, “We have our reserves,” for example, 

on 314 percent basis. To bring those reserves down to a 214 percent 
basis we must increase the dollar amount of the reserve from X 
dollars to Y dollars.” That difference from X to Y, as I understand 
it—I have not read these papers, sir, but as I have been informed— 
has been determined by these actuarial studies to be just about 10 per- 
cent right across the board for all companies. 

The Caran. In other words, you can do that within a 10-year 
period. That is what you are saying ? 

Mr. Scumuck. You could do that within any period that you might 
lay down, that the company might lay down. 

The Cuatrman. That is what I am getting at, but does this 10 per- 
cent reduction in reserve relate to a period of time within which you 
get from X to Y? 

Mr. Scumuck. No, sir; I understand that it merely relates to the 
difference between X and Y and not to the period of time. 

The Cuarrman. So mathematically you go from X to Y through 
the use of the 10 percent formula and it does not mean that you accom- 
plish it over a 10-year period ? 

Mr. Scumuck. No, sir; it does not. 

The Cuarrman. You clarified it for me. 

Am I sound in saying that it has to be 10? Why should it not be 
12? Is it just mathematically accurate at 10? 

Mr. Scumuck. Sir, that is what the studies have shown. 

The Cuatrman. Can you put in the record at this point—I do not 
want to belabor the point or delay you—an explanation of why you 
get from X to Y through the use of the 10 percent and why you would 
not get from X to Y through the use of 8 percent, or 12 percent, or 
some other percent ? 

_Mr. Scumucx. Yes, sir; we would be very happy to submit that, 
sir. 

(The information referred to follows :) 


DISCUSSION OF THE VALIDITY OF THE FoRMULA THAT CHANGES RESERVES 10 PeER- 
CENT FOR EACH 1 PERCENT CHANGE IN THE ASSUMED RESERVE INTEREST RATE 


(Response prepared by William Simpson, second vice president and associate 
actuary of Acacia Mutual Life Insurance Co. to question of the chairman of 
the subcommittee of the House Ways and Means Committee conducting hear- 
ings on the taxation of life insurance companies) 


The size of the life insurance reserve held by a company depends basically on 
three factors: (1) The table of mortality used, (2) the rate of interest, and 
(3) the method of valuation. If the mortality table and the valuation method 
are the same for two different companies having identical business in force, the 
company that has assumed the lower reserve interest rate will have set up a 
higher dollar amount of reserves than the company using the higher reserve 
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interest rate assumption. The question asked in this connection by Hon. Wilbur 
Mills, chairman of the subcommittee, may be stated in substance as follows: 

What is the basis for stating that in the described situation the difference 
in dollar amount between the reserves of the 2 companies will be about 10 per. 
cent for each 1 percent of difference in the reserve interest rate? 

The rate of interest assumed for reserves has a varying effect on the amount 
of reserve, depending on the amount of savings or investment element in each 
specific form of policy. For example, the effect will be lower in the case of 
ordinary life policies than for forms of limited payment life poticies, Con- 
versely, term insurance involves very little, and perhaps in some cases none at 
all, of the investment element that is found in permanent insurance such as 
ordinary life or endowment insurance. A change in reserve interest rate, there- 
fore, has little or no effect on the size of the reserves to be set up for term in- 
surance policies. Similarly, the age at issue and number of years since issue of 
policies (usually called duration) causes a varying effect on the amount of 
reserve, as is shown on exhibit 1. The difference in reserves by reason of dif- 
ferent interest rate assumptions is greater for both lower ages at issue and for 
earlier durations. This is shown in exhibit 1. 

Exhibit 1, attached, shows for a few representative ages and several different 
durations from issue, reserves for a number of typical plans. These reserves 
are shown first, on the American experience 3 percent reserve basis and second, 
on the American Experience 3% percent reserve basis. In addition, there is 
shown the differences in amounts of reserves and the percentage reductions in 
reserves resulting from a change from a 3 percent to a 3%-percent reserve rate, 

The figures in exhibit 1 show that there is a considerable variance in the per- 
centage reduction factor. This depends not only on the plan of insurance selected, 
but also on the age at issue and on the number of years since the policy was issued. 
O viously, the figures shown in exhibit 1 are of little help as they stand in trying 
to arrive at a simple, single mathematical relationship between a change in the 
reserve interest rate and the amount of the reserve. What is needed and what 
has been developed by the actuarial profession for use as a working yardstick 
is some method of combining figures similar to those shown in exhibit 1 in such 
a way that they will give the combined effect for the total business of a company 
taking into account its distribution of business by plan, age, and duration since 
issue. 

May we repeat, first, that each company can calculate the differences in reserves 
precisely on the basis of its own distribution of business in force. The direct 
method of finding out for any particular company what the effect would be of a 
specific change in the interest rate would be to calculate the company’s reserves 
on both of the interest rates and subtract one from the other. However, this 
involves a considerable amount of calculations because of the variety of plans 
issued by most companies and the distribution both by ages and number of years 
since issue. 

Actuaries, therefore, have come up with a technique for closely approximating 
the results of such a double valuation by what they call the use of a “model 
office.” Basically, this technique consists merely of condensing a company’s 
business so as to have less variations in plan, age, and durations with which to 
deal. For example, in setting up model office figures, many actuaries would 
consider that sufficient accuracy would be obtained by assuming that all limited 
payment life policies might be represented by the 20-payment life plan. Another 
example would be that the business of the company would be grouped by age 
into perhaps as few as 8 or 4 different ages at issue with proper weight being 
given to each of these ages so as to have these 3 or 4 ages represent all ages at 
issue. 

Actuarial literature contains many examples of the use of this model office 
technique in solving various types of problems, including the problem of deter- 
mining the differences in reserves caused by differences in valuation interest 
rate. Exhibit 2, attached, shows three references which either make specific 
statements with regard to the problem with which this memo is concerned, or 
give figures which are helpful in trying to arrive at the answer. There are 
numerous other references involving the use of model offices and some of these, 
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too, are concerned with the matter of changes in reserve interest rates and the 
effect of such changes on reserves. However, as far as we can determine, these 
other references do not include references or material directly helpful in arrivng 
at a definite answer to the chairman’s question. 

Reference No. 1 on exhibit 2 contains on page 284 a table showing for a model 
company percentage ratios expressing the reserves on a number of different 
reserve bases with varying mortality, interest, and valuation method assump- 
tions. Two of these bases, the American men ultimate of 3 percent and the 
American men ultimate 3% percent differ only in the interest rate and, therefore, 
are helpful in giving us a measure of the type we are looking for. Since these 
figures in Mr. Holmes’ table are shown as percentages of reserves on the Amer- 
ican experience 3-percent basis, we have calculated (see table 1 below) figures 
which show the percentage relationship of the reserves on the American men 
ultimate 54% percent to the reserves on the American men ultimate 3 percent. 


TABLE 1 
[Based on table by H. Holmes in TASA, XX XIX, 1938, p. 284] 


Mean 

| reserves, 
| American Percent 
| men ulti- | reduction 
mate 3% | in reserves 
percent as fora 
Period since founding of company percent of | 1 rerzent 

mean inc’ease in 
reserves, valuation 
American rate 
men ulti- | 

mate 
3 percent | 


5 years aes 93. 68 12. 64 
10 years ; iid 94. 03 | 11. 94 
15 year bipaddbble shel 94. 49 | 11.02 
20 years ‘ ait e , tals = oil 94. 99 10. 02 





The figures in the table above show for the model companies of 
various ages—5, 10, 15, or 20 years since founding—the percentage 
relat ionship between the reserves on the 314 percent rand on the 3 per- 
cent basis. We have also shown in this table what the proper multiple 
would be for a full 1-percent change in the interest rate. These figures 
show that, for the model company which has been in force for 20 years, 
the 314-percent reserves are 94.99 percent of the 3-percent reserves. 
Transl: ating this to the multiple basis we could conclude from this 
particular figure that a 1-pereent increase in the valuation interest 
rate would result overall in a 10.02-percent decrease in the amount of 
the reserves. For a model office of less than 20 years since founding, 
the ratios would be higher than this 10.02 to 1 as shown in the table. 
The converse would be true. For a company that has been founded 
more than 20 years the difference would be less than 10.02 percent. 

The second part of the table given by Mr. Holmes on page 284 of 
his reference shows percentage ratios applicable to reserves for the 
ordinary life business only of the model office. In reference No. 2, 
devoted to a discussion of Mr. Holmes’ paper by members of the Actu- 
arial Society of America, he supplemented these ordinary life ratios 
by showing a similar ts able (for the 20-year company only) for ordi- 
nary life, 20- payment life, and 20-year endowment. From this supple- 
mental material, shown on page 180 of the second reference, we have 
developed the figures shown alow in table 2. 
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TABLE 2 


[Based on table by H. Holmes in TASA, XL, 1939, p. 180, for a company founded 20 years ago] 
} 

Mean | 
reserves, 
American Percent 
men ulti- | reduction 
mate 34 | in reserves 
percent as | for a 
percent of | 1 percent 

mean increase in 
reserves, valuation 
American rate 
men ulti- 
mate 
3 percent 


EE a a ; 95. 10 
20-payment life ie tin ie 4 lb ian ; | 90. 91 
20-year endowment. Seah abil. Jot ota Dini ha ‘ | 97. 93 





94. 99 

The figures shown in this table for the 3 different plans indicate that while 
there is a substantial difference in the multiple applicable to each of the 
3 plans, the multiple applicable to all of the business of the model office is 
very close to the multiple applicable to the ordinary life business, 10.02 for 
the whole company as compared with 9.80 for the ordinary life. 

This is emphasized with respect to the current distribution of the business 
of the companies, since in recent years there has been a marked increase in 
the sale of ordinary life policies and a very substantial decrease in the sale 
of limited-payment life policies. This has the effect of decreasing the influence 
of the limited-life policies upon the overall percentage of difference in reserves 
resulting from a change in the interest rate. 

The conclusion drawn by*Mr. Holmes, based on the table he showed on page 
284 of reference No. 1, is probably the clearest statement existing with respect 
to the mathematical relationship between the reserve interest rate and the 
reserve. This statement was as follows: 

“The rate of interest used is a matter of considerable importance, be- 
cause a change of X percent in the valuation rate of interest causes a change 
in the reserve equal to about 10X percent.” 

For the reasons stated above, this figure undoubtedly is somewhat high today 
for a company having seasoned business in force. 
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Reference No. 3 of exhibit 2 is a 1939 report of a committee of the National 
Association of Insurance Commissioners. In exhibit 1 of this report, shown 
on page 162 through 164, information is given on the makeup of the model 
office which they used in testing the effect of various mortality tables and 
reserve interest rates on the reserves of life insurance companies. Exhibit 3, 
attached, shows reserves for the model office on the American experience 3 
percent and the American experience 38% percent bases as well as the excess 
of the reserves on one basis over the other and the percentage reduction from 
one basis to the other. This model office again shows both the variation in the 
proper multiple, depending on the plan of insurance used and the fact that 
for the total business of the company, all plans combined, the multiple is rela- 
tively close to the multiple for the ordinary life plan. 

The figures in exhibit 3 show that for this particular model office an increase 
in the reserve interest rate from 3 to 3% percent would result in a reduction 
in the reserves of 5.5 percent. This corresponds to a multiple of 11 percent for 
each 1-percent change in reserve interest rate. Again, however, for the reasons 
stated above, this figure undoubtedly is somewhat high under present conditions 
for a company with seasoned business in force. 

Finally, it should be noted that the fact that State statutes have required 
in recent years that the companies use mortality tables other than the Ameri- 
can men ultimate and American experience tables has caused little, if any, 
change in the differences in reserves for different assumed reserve interest 
rates. Therefore, the changes in the mortality tables used by the companies 
do not invalidate the studies described in the references in exhibit 2, and 
discussed above, and for that reason the actuarial professiona considers the 
conclusions reached through Mr. Holmes’ studies to have continuing and cur- 
rent usefulness as a working tool of that profession in fulfilling its functions 
relating to life insurance. 

CONCLUSION 


Based on a review of these references and the factors which were used in 
developing the model office material, it is our conclusion that a multiple of 
10 to 1 as provided for in the surplus interest foymula would be reasonably 
accurate and representative of most life insurance companies’ actual results. 
Any benefits from the use of this 10-percent ratio would flow to the newer 
companies, usually small, and would be a reasonable additional benefit to 
such companies. 
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REFERENCES ON EFFECT OF CHANGE IN INTEREST RATE ON SIZE OF RESERVES 
volume XXXIX, 1938. 





?aper 


starting on page 281 by Horace Holmes, associate actuary, Mutual Life Assurance 
Company of Canada, The Standards of Policy Reserves in America and Their 


Effect on the Life Assurance Business. 


serves, On pages 284 and 285. 


2. Transactions, Actuarizi Society of America, 


discussion by Mr. Holmes on pag 


e 180. 


volume XL, 1939. 


Particularly, section 4—Size of Re- 


Review of 


3. NAIC, 1939, report of the C cehentites To Study the Need for a New Mortality 


Table and Related Topics, pages 162 to 164. 


Exurisir 3 


Comparison of terminal reserves for model office 










[P. 164, NAIC raport of the Committee To Study the Need for a New Mortality Table and 
Related T pics) 







































| | | Percent 
| reduction 
| American American | R eduction | ae a i pou 
expericnce, | experience, in reserves | reduction | increase ta 
3 percent | 344 percent (1)—(2) in reserves | “_ y 
| (3) (1 100 valuation 
| . ) interest rate 
| (2)X(4) 
oe a oe a he oe a ho 
i } i } 
ch bconednaeactns ce 542, 638 $134, 143,854 | $7,398, 784 | 5.2 10.4 
20-payment life... _-- - oe 18, 3 5% 16, 808, 560 1, 564, 773 | 8.5 17.0 
26-year endowment-..-----.-- 3. G29, 682 | 3. 566, 316 | 63, 366 | 1.7 3.4 
40-year endowment.. -| 3, 244. 747 | 3, 065, 760 | 178. 987 | 5.5 11.0 
Retirement endowment at 65_- 542, 830 511, 992 | 30, 838 | 5.7.) 11.4 
5-year term ; 20, 65: 20, 627 | 25 | ea loo+s essai 
Paid-up life. ainda 52. 626,729 | 49, 505, 299 | 3, 121. 430 5.9 1.8 
Paid-up endowment__.....---.-.--- | 9, 214, 037 8, 875, 900 | 338 137 | 3.5 | 7.4 
Pach vcwkishuesbsbemenwesk 229, 194, 648 216, 498, 368 12, 696, 340 | 5.5 | 11.0 




















The CHarrman. What you are saying is that experience has proven 
that the 1-10 ratio is correct ? That is what you are saying? 

Mr. Scumuck. Yes, sir. That is what the studies have disclosed. 

The CHarrman. And that is the experience of the industry as a 
whole now, or is it just some selected studies? 

Mr. Scumuck. My understanding of these studies is that it would 

apply right across the board to the industry, that any actuary setting 
out to strengthen his reserves could use this formula and it would be 
a sound measure and would be acceptable to the insurance department. 

The CuHarrman. And aside from the question of taxation, if a busi- 
ness decided to do this, to go from X to Y, this would be the way the 
business would do it ? 

Mr. Scumuck. That is my understanding; yes, sir. 

The Cuarrman, All right. Are there any further questions? Mr. 
Curtis will inquire, Mr. Schmuck. 

Mr. Curtis. Of course, this presentation is consistent with that 
which you have presented before. 

On page 8, you make the suggestion that the bill that you contem- 
plate should be based on the investment income and then you say, “Full 
allowance should be granted for investment expenses.’ 

That would require, of course, the Federal Government, either by 
law or Internal Revenue Service ‘regulation, to define what are allow- 
able expenses ; would it not ? 
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Mr. Scumuck. Well, sir, the formula now defines a series of allow- 
able expenses. 

Mr. Curtis. You mean the one that is proposed ¢ 

Mr. Scumuck. No, sir; the formula now on the books defines a series 
of allowable investment expenses which may be taken as deductions in 
arriving at the net investment income before taking the deduction 
for reserve interest. 

Now, it is our feeling, expressed in this single sentence, that those 
deductions should be reexamined because, in our opinion, in the light 
of investment developments and the nature and type and extent of in- 
vestment expenses, which have evolved because of those investment 
developments, there is appreciable room for improving the definition 
of the deductions that may be taken. 

Mr. Curtis. You feel that is one thing that should be done. Now, 
going on, you also say we should take acc count of the possible need for 
adjustments for small companies. We would either have to do that by 
law or by Internal Revenue Service legislation; would we not? 

Mr. Scumuck. Again, sir, in the existing formula there are adjust- 
ments for small companies. 

Mr. Curtis. You mean because of the first million on the 8714 per- 
cent ¢ 

Mr. Scumuck. Yes, sir. 

Mr. Curtis. However, that is a formula that is an industry average. 
This would require, if you were going to do it on a company-by-com- 
pany basis, and so in regard to expenses, regulation in order to treat 
it from the standpoint of a company-to-company basis rather than 
industry average. 

Mr. Scumuck. Well, sir, in the tax statutes at the present time cog- 
nition is given to the difference in size of corporations in the provisions 
that relate, for ex xample, to the corporation whose net income is $25,000 
orless. There is a different and smaller tax rate for those. 

Mr. Curtis. Oh, yes, but that is an industry average. It applies to 
all. 

I presume that what you are talking about here is that this would 
be on a company-to-company basis, the adjustment for small com- 
panies, or do you not mean that ? 

Mr. Scumuck. We think, sir, that there should be adjustments de- 
veloped. 

First of all, we feel that with the $25,000 adjustment, a comparable 
adjustment would have to be made applicable to life insurance com- 
panies. 

Mr. Curtis. You would not treat it on an individual company-to- 
company basis? 

Mr. Scumuck. You might. There are circumstances under which 
you might, yes, sir. 

Mr. Curtis. You say next: “and for companies whose reserves have 
not been fully strengthened”—that would require the Federal Govern- 
ment to get in, either by law or the Internal Revenue Service regula- 
tion, to determine what, in their judgment, the Federal Government’s 
judgment, is proper strength for the reserves, would it not ? 

Mr. Scumuck. I think, Mr. Curtis, that an effort should be made to 
reach that point prior to the regulatory authority taking over. 

I think it should be done by statute. 





264 TAXATION OF THE INCOME OF LIFE INSURANCE COMPANIES 


Mr. Curtis. You think it should be done by statute ? 

Mr. Scumuck. Yes, I think it should. 

Mr. Curtis. Then the next one, “or in which the relationship be- 
tween reserves and surplus is substantially below the average.” You 
would have to get into that definition. 

The point I am getting at is this: that to go to the company-by-com- 
pany approach, and I have many times said that I wished that we 
could as I think that is good tax theory, it seems to me that of neces- 
sity the Federal Gov ernment would hi ave to get into the business of 
regulating insurance companies and setting up ) standards in the differ. 
ent areas. Some of these areas I have read here. In some of these 
other areas of suggested deductions we would also have to permit 
them to make this approach reasonable. Otherwise it is not going 
to work, is it? 

Mr. Scumuck. Mr. Curtis, may I say that under present law the 
Internal Revenue Service makes very careful inquiries into a number 
of facets of our operation right now. As the general counsel of a 
company I can assure you that we are called upon not infrequently to 
justify one or another of the various types of deductions to which the 
individual company is entitled on its individual basis. We do that 
now. I do not think this would be of a different nature. 

Mr. Curtis. That is the question. You do not think that this would 
be unduly extending it, it would be extending it some. 

Mr. Scumuck. Yes, sir, it would be extending it, but I do not believe 
it would be extending it in a different way from the way in which we 
are now called upon to justify certain elements of our tax returns. 

Mr. Curtis. Just thisone item. The question of fully strengthened 
reserves is something that I do not believe the Federal Government 
has been involved in to date. We do not try to evaluate them now, 
do we, in any way ? 

Mr. Scumuck. No, sir. 

Mr. Curtis. What are proper reserves? That would certainly ex- 
tend the Federal authority considerably, would it not? 

Mr. Scumuck. Mr. Curtis, this statement, of course, is conclusory 
in its nature. We tried diligently, and I hope successfully, to stay 
within the 15 minute time allotment made to us. 

We would not contemplate here, Mr. Curtis, that a provision of this 
kind would go into effect unless there had been written into the basic 
statute the guidelines along which the Internal Revenue Service would 
proceed. Without those guidelines I am disposed to agree with you 
that you could have chaos. 

I do not know whether you would have regulation, but I do think 
you would have chaos. 

Mr. Curtis. What I am getting at is whether we do it by statute 
or whether it is by Internal Revenue Service regulations. Under the 
statute it is going to require the Federal Government making valua- 
tions which we previously have not done as to what are proper reserves. 

I am just directing myself to your paper, because there are many 
other things on which to make evaluations of what is the proper rela- 
tionship between reserves and surpluses, which we presently are not 
doing. 

Mr. Scumvuck. As to the first point, Mr. Curtis, may I say this: 
That in applying an 85-percent deduction factor for reserve interest 
in the 1955 formula at the time when the actual needs of the industry 
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were about 72 percent, the Government in its statutory enactment did, 
in my judgment, take into account this question of the possible need 
for strengthening reserves and other demands made upon life insurance 
companies to maintain excess funds. It has been done on an average, 
or a global basis, or any other grandiose term you want to apply to it, 
but it has been done. 

This would simply require another method of doing it. 

As to the second point, it is obvious that if we get into the area of 
the total-receipts approach, we must again take cognizance of the 
necessity that the financial integrity of the companies not be impaired 
by the tax method that is laid down, and that is all that we are trying 
to indicate. 

Mr. Curtis. I agree with almost everything you are saying, includ- 
ing the fact that we did, through the 85 percent, get into this area on 
an industry average. I think your criticism is well directed. Any in- 
dustry average is going to create some inequities between the businesses 
that are above the average and those that are below. The point I am 
making is that to go the route that you are suggesting, I think the 
Federal Government, whether it is this committee or someone else, is 
going to have to get into the business which we have not been in yet of 
trying to estimate what the strength of reserves should be on an indi- 
vidual company basis, what the relationship between reserves and sur- 
plus should be on a company basis. I agree that we have interfered, but 
that is the reason why, at least I felt, we did not go to the company- 
company basis back in the 1955 proposal. It w as to tr y to keep the Fed- 
eral Government out of the business of making these evalu: ations, and 
if we are going to go into it, why, yes, I can see, as I many times said, 
how we can write a much better tax law. I think your criticisms are 
well-founded and maybe that is what we have to do, but up to now I 
have thought the industry as a whole had felt that it was not wise from 
their standpoint to have the Federal Government go into the field of 
regulation of insurance companies and that it was being well handled 
by the States. 

That is the reason T have asked these questions, and I think that is 
what we are doing and I think that is what is being asked, and that may 
be the best procedure. 

Mr. Scumuck. Mr. Curtis, we do not share the voiced opinion of 
some in our business that this would necessarily involve the regula- 
tion of the business. We do not share that. I think that is as much 
of a smokescreen as the Alice in Wonderland, as T think Mr. Davis 
called it, concept that is advanced that stock companies do not make 
any profits for their shareholders. 

In our judgment there is a substantial different between the Internal 
Revenue Service properly checking the income-tax returns of any 
corporation under guidelines laid down in the statutory enactment of 
Congress on the one side and regulation on the other side. 

Mr. Curtts. Let me say this. J am not trying to throw up a smoke- 
screen and no one has been talking to me. T might say no one has 
talked to me on this very point, about anything in regard to this, either 
Treasury or any of the industry, so I am not throwing up a smoke- 
screen. 

My remarks are based upon my studies and observations. I again 
say that if you, just taking the things that you have mentioned, ask the 
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Federal Government to start evaluating what is proper strengtheni 
of reserves, ask us to evaluate what is the proper relationship between 
reserves and surplus, that to me constitutes regulation to a considerable 
degree, and then if we take in these other factors each one is going to 
require the Federal Government on a policy basis to make some evalua- 
tions of what is proper in those areas. 

To me that is regulation. Those are the very things that we speak of 
when we talk about regulation. 

Mr. Scumuck. I do not believe, Mr. Curtis, it necessarily follows 
that in allowing adjustments of this nature, the Government would 
have to determine the specifics of reserves or the specifics of the re- 
lationship between surplus and assets. 

I think rather it would be in the nature of a limit or control on the 
outside maximum deduction that might be allowed for certain speci- 
fied purposes, and that would be the guideline within which the Service 
will check as to whether the company, in moving in the direction, for 
example, of strengthening reserves, has remained within that outside 
limit for any given tax year. 

Mr. Curtis. This is an area we can explore further. 

Thank you. 

The CHarrMan. Are there any further questions? If not, gentle- 
men, we thank you again for coming to the committee and giving us 
your viewpoint on this legislation. 

Thank you. 

Mr. Scumuck. Thank you, sir. 

The CuarrMan. Our next witness is Mr. Henry S. Beers. 

Mr. Beers, we appreciate having you come to the committee and, 


for the purpose of the record, will you identify yourself by giving 
us your name, address, and capacity in which you appear ? 


STATEMENT OF HENRY S. BEERS, PRESIDENT, AETNA LIFE 
INSURANCE CO., HARTFORD, CONN. 


Mr. Berrs. I am Henry S. Beers, president of the Aetna Life In- 
surance Co., Hartford, Conn., a stock life insurance company. I am 
also a fellow of the Society of Actuaries. I am testifying on my own 
behalf and on behalf of my company but I am primarily reporting to 
you on the work which has been done by a subcommittee of the joint 
tax committee of the industry during the current year in studying 
various net-investment-income approaches to the problem of Federal 
taxation of life insurance companies. 

In approaching the task of developing a tax formula based on the 
net-investment-income approach, the members of the subcommittee 
first reviewed the 1942 law, the recent stopgap law, and various other 
net investment income approaches which have been used. 

The fact that this general method of taxing life insurance companies 
has been in effect since 1921 seemed in itself to be some argument for 
its continuance, the life insurance industry having been accustomed 
for such a long period of time to the impact and the incidence of a 
tax formula based on net investment income. 

The subcommittee was unanimous in its conclusion that the formula 
in the 1942 law has demonstrated lack of stability and should be 
abandoned. Because of the marked decline in our interest earnings 
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jn the mid-1940’s, the 1942 law failed to produce revenue for the Gov- 
ernment in 1947 and 1948; by reason of the same lack of stability work- 
ing in reverse, the 1942 formula would have produced excessive taxa- 
tion if continued until now and into the future. 

For example, in 1957 it would have produced aggregate taxes 45 
percent higher than the stopgap law and in 1958 the increase would be 
about 60 percent. 

Another difficulty encountered in the 1942 law is that the formula 
involves the averaging of the experience of all companies so that the 
tax liability of an individual company is determined by the experience 
of the business as a whole, including the operations of competing 
companies. sel 

This averaging process has in itself created many inequities among 
companies. 

Unfortunately, unless Congress enacts new legislation effective as 
of December 31, 1957, the 1942 law with all of its inequities will have 
to be used for the computation of the tax on our 1958 operations. 

The subcommittee also reviewed the stopgap law, and the bill it was 
derived from, and is of the opinion that that legislation, but in the form 
in which it passed the House in July 1955, provided the most simple 
and practical solution to the life insurance company tax problem which 
had yet been developed. The Mills bill in its original form, the July 
1955 form, embraced four important principles: 

(1) That investment income is an equitable and practical tax 
base ; 

(2) That an adequate credit for that portion of our interest 
earnings represented by reserves is essential. That this credit 
must be large enough to preserve the integrity of our contractual 
obligations and provide also for unforeseen contingencies ; 

(3) That stock and mutual companies should be taxed on a 
nondiscriminatory basis; and 

(4) That a measure of tax relief should be granted in the case 
of insured pension funds, individual annuity contracts, settle- 
ment options, and kindred categories. 

All known approaches to the life insurance tax problem were ex- 
plored on the occasion of the public hearings held December 13, 14, and 
15, 1954, before a subcommittee of the Committee on Ways and Means, 
and in the preliminary statement prepared by the staff of the com- 
mittee and published in November 1954. In view of the work done by 
the Committee on Ways and Means on that occasion it has seemed 
significant to us that the July 1955 Mills bill distributed the tax burden 
among the different life insurance companies according to the volume 
of investment income. 

The approach taken by the Committee on Ways and Means in the 
development of the Mills bill, as it passed the House, was approved 
by the life insurance industry and we urged that it be enacted as 
permanent legislation. Many insurance people are still of the opinion 
that this type of bill, modified to cover those instances of companies 
with small investment income in relation to total operations, is the 
most practical solution of the life insurance tax problem. Neverthe- 
less our industry subcommittee studied other tax formulas based on 
the net investment income approach. Considerable time was spent 
in studying the pros and cons of each of these formulas and extensive 
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studies were made over a period of weeks to test and compare the 
impact of the various formals on different companies, and on different 
kinds of companies. 

In the course of this work the subcommittee established certain yard- 
sticks which were used as a guide in measuring the advantages and 
disadvantages of the various proposals: 

(a) A tax base should be developed such that the tax rate could 
be the same as that applied to other corporations, presently 52 per- 
cent with the usual adjustment in the rate for the first $25,000 of tax- 
able income. 

(b) Stock and mutual companies should be treated alike insofar as 
possible, thereby eliminating any opportunity for competitive advan- 
tage between different segments of the industry. 

(c) A formula containing arbitrary figures should be avoided. 

(d) The tax method used should be such as to minimize the influ- 
ence of tax consequences on actuarial and other management deci- 
sions, and a tax law applicable to life insurance companies should not 
discourage conservative valuation practices. 

Applying these yardsticks to the various net investment income tax 
proposals considered, one of these more than any other appeared to 
satisfy all of these requirements. 

The proposal I am talking about has been referred to several times 
here this week. 

The industry subcommittee then took that proposal to staff lawyers 
with the request that its provisions be mcorporated in a preliminary 
draft bill. Copies of this draft bill dated September 2, 1958, were 
then distributed to the member companies of three life insurance as- 
sociations and copies were later delivered to the Treasury Depart- 
ment, the staff of the Committee on Ways and Means, and the Joint 
Committee on Internal Revenue Taxation. 

This proposal of the industry subcommittee contains two new fea- 
tures. The first of these is a new method of computing the policy and 
other contract liability deduction, which for lack of a better name I 
would like to refer to as the “adjusted reserve method.” There is no 
averaging of interest earnings among companies. The new method 
for determining the taxable net investment income involves making 
a computation of the amount of reserve interest credit which would 
be needed to maintain the reserves of each particular company reval- 
ued on the basis of the company’s interest rate actually earned in the 
taxable year. When this amount has been determined, it is deducted 
from the total net investment income of the company. This policy 
and other contract liability deduction recognizes the policyholders’ 
interest in that portion of the net investment income of the company 
which is set aside in policy and other contract reserves, a principle 
which had been embraced in the Federal laws on the taxation of life 
insurance companies since 1921. It is only the method of computing 
the policy and other contract liability deduction which is new. Prob- 
ably this formula is clear to all of you, but I have worked out a nu- 
merical example of its operation and it will take me only a few min- 
utes to present it to you—and I believe that copies are now being 
passed around to you. 

Consider 2 companies alike in all respects except that one carries 
actuarial reserves based on a 3-percent interest assumption; the other 
carries actuarial reserves based on a 214-percent interest assumption. 
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Suppose that the 3-percent assumption results in aggregate reserves 
of $95 million while the 214-percent assumption results in aggregate 
reserves of $100 million. For the sake of this example, we may assume 
if we wish, although it is not necessary, that the two companies have 
exactly the same kinds of life insurance policies on their books and 
exactly the same amounts of each kind of policy at each age; also that 
each company owns the same kinds of investments as the other and 
exactly the same amount of each kind. 

You will notice that in setting up the figures in this example, I have 
supposed the aggregate reserves to differ by 5 percent ($95 million in 
one case and $100 million in the other) because the interest assump- 
tion was 3 percent in the first case and 21% percent in the other. I did 
this on the basis of a recognized approximation, or rule of thumb, 
that actuaries have observed to be nearly exact in many different 
vases: on the average the dollar aggregate of reserves will be changed 
1 percent for each one-tenth of 1 percent change in the interest as- 
sumption—or 10 percent for each 1 percent. It is suggested that the 
income tax law use this rule of thumb because it will do reasonable 
justice, and rigorously accurate mathematical recomputation would 
not change the tax enough to justify the time and expense of a 
recomputation. 

Suppose then that each of my hypothetical companies has $120 
million of assets invested in mortgages and corporate bonds yielding 
$3,900,000 of interest per year. A quick division shows that the rate 
of interest yield is 314 percent. Our question is how much interest 
we should consider that each company has earned on its actuarial re- 
serves. Remember that our two companies are alike in every respect 
except for a difference in actuarial judgment. One company was more 
conservative in fixing its reserve standard at 214 percent compared 
with 3 percent while the other company set up $5 million less re- 
serves and consequently holds $5 million more surplus. The new 
approach solves this problem of equivalent tax treatment by requiring 
that the reserves be recalculated by the rule of thumb to the reserve 
level resulting from the use of each company’s actual rate of interest 
earning ; namely, in our example, 314 percent. This makes each com- 
pany’s recomputed reserve come out at about $92,500,000—that is 21% 
percent less than one, 714 percent less than the other—and in each 
case the interest earned on reserves would be considered to be 314 per- 
cent of this $92,500,000, which comes to very nearly $3 million. The 
taxable interest would therefore be $900,000. 

The advantages of the proposed formula are: 

(1) The amount of the deduction is based solely upon the rate of 
interest actually earned by the particular company in the taxable 
year. There is no averaging of interest earnings among companies, 
nor do the operating results of one company have any effect upon the 
tax returns of another. The stopgap law has been labeled as an 
excise tax rather than an income tax. This new plan, in my opinion, 
is clearly an income tax rather than an excise tax. 

_ (2) The tax of a particular company is responsive to changes in 
its interest earnings. The amount of tax will fluctuate upward in good 
years and downward in bad years, substantially in proportion to 
the success of the company in its investment operations. Moreover, 
companies with relatively higher surpluses will pay higher taxes than 
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those with lower surpluses, because they have larger nonreserve funds 
on which to earn taxable investment income. 

(3) It is unlikely that the formula will fail to produce revenue 
as was the case in 1947 and 1948 under the 1942 law. This formula, 
if it had been in effect, would not have failed to produce revenue in 
1947 and 1948. In normal circumstances, the earned rate of interest 
would need to fall more than 1 full percentage under the nominal 
valuation rate before the tax would disappear. This is lower than 
has ever happened in history. 

(4) Management decisions in connection with reserve strengthening 
programs will not alter tax results. 

(5) Perhaps the principal advantage of the method of computation 
is that the amount of the policy and other contract liability deduction 
is not dependent upon actuarial assumptions made with respect to 
interest rates used In computing reserves, but depends wholly upon 
the rate of interest actually earned by the particular company in the 
taxable year. 

(6) The definitions that would be required in this new law seem 
simple enough and clear enough so that they should not lead to dis- 
pute nor should they need litigation to determine their meaning. 

(7) Incidentally, much the same small company credits have been 
worked into this bill as appear in the recent stopgap law. 

The new bill has another new feature. The second new feature is 
an additional tax applicable only to stock life insurance companies, 
measured by the amount of cash dividends distributed by a company 
to its stockholders. In a sense the draft bill may be thought of as 
containing a two-phase formula, the first being a tax on net invest- 
ment income already discussed. For mutual companies this consti- 
tutes the entire tax, but for stock companies a second tax phase is 
added. This feature of the bill is designed to assure a more adequate 
tax on those few life companies with relatively small amounts of in- 
vestment income but with substantial gains from insurance or under- 
writing sources. It is patterned in part after the Canadian tax on 
stock life insurance companies, wherein a tax is imposed on amounts 
transferred to a fund to be used for the payment of dividends to stock- 
holders. 

This second phase tax under the draft bill would be nonretroactive 
in that it would not apply to surplus accumulated prior to the effec- 
tive date of the new tax law. All new additions to surplus, however, 
over and above the residue of investment income which had been 
taxed under the first phase of the formula would be subjected to tax 
when such amounts are recognized by the company as no longer being 
required for the protection of policyholders, this recognition being 
indicated by their being paid out as dividends to stockholders. 

Also, if a company, in addition to distributing all of its new addi- 
tions to surplus, also distributes preexisting surplus to stockholders, 
the formula in the draft bill is intended to provide that the company 
will incur an additional tax liability if it distributes its existing 
surplus at more than a reasonable rate, chosen as 5 percent per year. 
This is accomplished under the formula in the draft bill by the use 
of a supplemental account, called the tax-record account, to record 
the amount of preexisting surplus and the future earnings on which 
tax will have been paid under the investment-income phase of the 
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oposed plan, less future dividends paid to stockholders. The draft 
bin also provides that amounts distributed as the result of liquida- 
tion or mutualization are to be treated as cash dividends to stock- 
holders. This is, technically, a very difficult provision to draft, and 
the ay bill draft needs further work to accomplish its intended 
result as I have described it. 

The ultimate effect of this second phase is that a tax liability will 
eventually be assessed against all cash dividends accruing to stock- 
holders, regardless of how these gains arise. That portion of the 
earnings of the company which are related to interest will be taxed 
immediately in the particular tax year, and any remaining earnings 
will be taxed at the time that they are recognized by the company 
through payments made to stockholders in the form of cash dividends. 

The fact that there is deferment of this second-phase tax pending 
the payment of cash dividends to stockholders should not make this 
particular part of the proposed formula objectionable from the Gov- 
ernment’s standpoint. It placés the Government second only to our 
policyholders in its claim upon our earnings. Principally in its favor, 
it takes into account the long-term nature of the life insurance busi- 
ness, so well expressed in the following paragraphs paraphrased from 
an industry pamphlet published late last year by our joint tax com- 
mittee : 

Life insurance is a long-term business. A policy issued today may become 
payable within 24 hours or it may remain in force for 50 years or longer. 
Premiums are based on assumptions as to the rate of return on investments, 
mortality experience, and future expenses. Over long periods, there is the in- 
evitable risk that actual results may not conform with these assumptions. The 
results in any given year as shown by a life insurance company’s annual state- 
ment are so much the product of estimates of future liabilities that the results 
themselves are essentially estimates. Financial reports which cover the short 
period of a year, while useful in determining solvency, may not always be a 
sound basis for measuring results for tax and other purposes. This difficulty 
is not encountered by other business, generally, or by thrift institutions which 
do not obligate themselves under long-term savings contracts. 

A life insurance company does not have many transactions which begin and 
are completed in the same tax year. Roughly 90 percent of a life insurance 
company’s liabilities at any time are estimates of its future, contingent, and 
unaccrued obligations. The business judgments and actuarial techniques re- 
quired in determining these future liabilities are not required in any other 
business. The financial progress of a life insurance company can be measured 
with reasonable accuracy over a period of years, but for shorter periods this 
process depends so much on individual judgment that the yearly additions to 
surplus (which would constitute taxable income under the general corporate 
theory) do not provide a proper measure of taxable income. 

The foregoing expressions are not based upon theory, but upon 
fact. We well remember the unexpected heavy mortality losses re- 
sulting from the influenza epidemic of 40 years ago. I came into the 
business immediately after those losses had been suffered. We also 
remember the severe capital losses sustained in the great depression of 
the early 1930’s, and we remember the large losses from permanent- 
disability clauses that hit us at about the same time. We well re- 
member the unexpected and marked decline in interest earnings in the 
years that followed. We have, currently, a large depreciation in the 
market value of our bonds, not important if we continue as going 
concerns because we can hold these bonds at their amortized values. 
But, nevertheless, this depreciation emphasizes strongly the need for 
substantial surplus and contingency funds to protect policyholders. 
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We do not know the trends of the future nor the exact demands 
which will be made upon our capital and surplus funds, but poliey- 
holder protection and the preservation of the integrity of our con- 
tractual obligations must always be the principal concern of life in- 
surance management. 

I have been familiar with the Federal income-tax problem as it 
relates to the life insurance industry for a period of many years, and, 
if I have learned anything over this period of time, it is this: There 
is no perfect solution, no completely exact, ideal way to solve our 
problems, and so I say, without apology, that the method proposed 
by our industry subcommittee may be neither ideal nor perfect, but 
it represents the best solution which the subcommittee could find and, 
in my opinion, it is the best solution which has been presented to you 
here. 

I have no hesitancy in recommending the proposal of our industry 
subcommittee for your earnest consideration and review. In sum- 
mary, it provides— 

(a) a suitable adjustment of reserves to permit the computa- 
tion of the reserve-interest credit on an individual-company basis 
at the rate of interest actually being earned, the interest earned on 
other funds to be fully taxable in the year earned, plus 

(6) an additional tax on stock life insurance companies appli- 
cable to future surplus earnings and payable in the year that any 
such earnings are distributed through cash dividends to stock- 
holders. In this connection, I believe that everyone should admit 
that, under present income-tax rates, for example, each 48 cents 
of extra dividend payment should be accompanied by 52 cents of 
income tax. 

I want to add just one final word. I have been informed that a 
survey indicates that the bill that T am describing to you will give the 
Treasury an aggregate tax yield comparing favorably with recent 
years’ aggregate income taxes paid by our industry. 

The CrratrMan. Does that conclude your statement, Mr. Beers? 

Mr. Beers. Yes. 

The Cuarrman. Do you have any material that you desire to include 
in the record at this point ? 

Mr. Beers. No, sir. 

The CuHarrman. Arethere any questions of Mr. Beers? 

Mr. Baker will inquire. 

Mr. Baxer. Mr. Beers, Aetna Life Insurance Co. is a stock com- 
panv ? 

Mr. Brers. Yes. 

Mr. Baxer. Does it write both participating and nonparticipating 
insurance ? 

Mr. Beers. Yes, sir. 

Mr. Baker. Which is the larger volume ? 

Mr. Brers. The nonparticipating is the larger. 

Mr. Baxer. Substantially ? 

Mr. Beers. Substantially. 

Mr. Baxer. Do you agree with the testimony of renresentatives of 
the mutual companies that the entire amount of their dividends is pre- 
mium refunds? 

Mr. Berrs. I should not—— 
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Mr. Baxer. I am asking that question of you, not as president of 



































' Aetna, but as a recognized student of insurance. I think it is impor- 
tant to this investigation. 
: Mr. Beers. I have never made my mind up conclusively on that 
oint. Except possibly for some portion of the dividend representing 
t investment income, I do feel that the remainder of the dividends is 
not taxable income in any way. I am fuzzy in my judgment. As I 
. indicated, I am not at all sure that if I studied this matter to the extent 
. that I ought to have before appearing here I might not have answered 
d your question in the affirmative, he 
r Mr. Baker. You write participating insurance ? 
1 Mr. Beers. Yes; we do. 
7 Mr. Baker. When you distribute dividends to your stockholders, do 
ou distribute part of your income from participating, which is a 
2 Sher rate, or solely from nonparticipating ¢ 
y Mr. Beers. To stockholders solely from nonparticipating. 
Mr. Baxer. That is, you do distinguish that. You run exactly as a 
z mutual company, in other words, on your participating part, insofar 
a as your treatment of your policyholders is concerned ¢ 
- Mr. Beers. That is right. 
Mr. Baxrr. From the beginning of the time of mutual companies, 
i has this payment back to policyholders been known as dividends, or is 
7 that in recent years? Where did it get the term “dividend,” if it is a 
i. premium refund solely ? 
Mr. Beers. Historically, I am sure that it got the name of “divi- 
2 dend” because it was a nice word to use in telling the ultimate owners 
, of the company, the policyholders, about some money that they were 
e going to get. There have been some connections in which dividends 
| applied against premiums have been called premium abatements 
A rather than dividends, and I believe that there have been some other 
. attempts to use different terminology, but, historically, the term 
nt “dividend” has been used almost universally. 

Mr. Baxer. The next question, I think, is the hardest. During 
certain years—and I don’t have at my fingertips just what years—the 
so-called dividends were drastically reduced by the mutual companies; 

de I mean very substantially. That was during the times of financial low 
return and then financial casualties and what not, and it was not 
due, generally speaking, to any change in anticipated mortality rate. 
If I am right on those two assumptions, it is impossible to say all of 
the cents of the dollar of return to policyholders, mutual policyhold- 

a ers, is premium refund. It just doesn’t make sense to me that the 
great reduction in dividends came when there was not a flu epidemic 

or anything of that nature. 

Ing Mr. Brers. There was a substantial increase in the suicide rate, 
which led to some very heavy death claims. 

Mr. Baker. That could be a factor. But that would not account 
for all of it. 

Mr. Beers. No. There were capital losses, bonds which had looked 
good a few years before were no longer and stopped their interest 
payments. 

3 of Mr. Baxer. If that caused a reduction in the amount of dividend 
yre- 


payments, capital losses, entirely separate from mortality, then the 
converse would certainly be true that all of this dividend is not 
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represented by a return of premium. That is the way I see it. I just 
can’t understand the statement, particularly made by Mr. Lyons, I 
believe. In effect what he said was he assumes that all membeat of 
this committee agree that every bit of the dividend is a premium 
refund. I have never so considered it. I think we are entitled to 
know whether that is true or not true. It does enter the picture. 

I suppose you said all you would care to say on the subject ? 

Mr. Beers. It is still philosophically a difficult question. I am 
primarily at the head of a large stock company. In running our 
mutual department, which is entirely separate from the stock, we try 
to follow what seems to us the best practice of the mutual life in- 
surance companies. But we do not try to be a leader in thought in 
mutual insurance matters because we are primarily a stock company, 
and it is too hard to divide your own mind into separate compartments, 

Mr. Baxer. Of course it follows and it is self-evident, that if the 
basic assumption that the only income that could be subject to tax of 
mutual companies is investment income and as a corollary to it, if all 
of the dividend is a refund of premiums, then the first assumption 
is correct. 

Therefore, taxwise there would be a basic difference as I see it. I 
do not think there is any question on that. I know from experience 
years ago, the first policy I ever bought, the agent then explained 
why a person paid more for a mutual policy than for a stock policy. 
I know good and well they talked about earnings and other things. 
There cannot be any question about that being true in addition to 
mortality. 

I hope some witness will let us know for certain whether it is true 
or not true, that 100 cents of dollar on the dividend is premium refund 
or whether part of it is a result of earnings. 

That is all. 

Mr. Sapiak. Mr. Chairman. 

The Coarmman. Mr. Sadlak will inquire, Mr. Beers. 

Mr. Sapiax. Mr. Chairman, I would like to say that Mr. Beers is 
very highly respected among the insurance fraternity in Hartford, 
Conn. I think he has made a presentation here in behalf of the indus- 
try which certainly gives much material for thought to the sub- 
committee. 

The previous witnesses, I believe, have not necessarily mentioned 
things as complimentary to this so-called Mills bill, that has been 
variously named here, but if I interpreted Mr. Beers’ statement cor- 
rectly, I think it is very highly complimentary of the Mills bill. 

Mr. Beers, on your presentation, I want to understand something at 
the outset of your paper. You mentioned on page 5 that copies of the 
draft bill of your subcommittee were dated September 2, 1958, were 
distributed to member companies and also to the Treasury Depart- 
ment, among others. 

Do you have a report from the Treasury Department as to how they 
looked upon this suggestion ? 

Mr. Beers. I cannot report on that. I have no written report. I 
was not present when any report was made. 

Mr. Sapiak. I thought that might be helpful since you had the 
idea of incorporating it into a draft and it had been submitted there 
for study and comment. If we had the benefit of that reaction of 
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the Treasury Department, I think it would be very helpful to the 
subcommittee. 

Mr. Beers. I heard on what I think was good authority, that they 
were intrigued by the idea and when I asked whether intrigued meant 
intrigued favorably or unfavorably, I was told they were intrigued 
favorably. But that is second- or third-hand, sir. 

Mr. Sapiak. I might add, Mr. Beers, that I think I had similar 
reports for a bill that got to be known as the Sadlak-Herlong bill. 
They were greatly intrigued by that one. I never got the other part 
of it, to be intrigued favorably. 

That is all the questions, Mr. Chairman. 

The CuarrMan. Any further questions? 

If not, Mr. Beers, we thank you, sir, for coming to the committee 
and giving us the benefit of your views. 

May I ask you just one question? Is it not possible that this com- 
bination approach that the Treasury made available to the industry 
some time before the hearings and modifications that the Treasury 
suggested on Monday could develop from the generalities of the plan 
which your subcommittee worked out? I see some degree of some 
similarity, though not with respect to all details. You want a little 
different approach in the first step from what the Treasury suggested 
on Monday, but about the same as the approach suggested back in Octo- 
ber on the interest rate. You have a little bit different approach in 
the second step from that taken by the Treasury, but it seems to me 
that both you and the Treasury, your subcommittee and the Treasury, 
are seeking to get at any additional earnings that might come from 
anything other than investment. There is some simttnrity. I think, 


in the approach that your subcommittee takes and the eee taken 


in the combination suggested on these two occasions by t 
Is that not true? 

Mr. Beers. I think that the Treasury’s first step and our first phase 
are reasonably close together, and I have rather gathered that there 
would be no great trouble in adopting the first step in a form pretty 
close to the plan that I have p Pea 

As the ioe would affect most stock companies, the effect of the 
new idea would be to go just halfway between our plan and some form 
of total income plan, but may I say, sir, that we are very much alarmed 
by the terms in which this form of total income factor is being 
described. It sounds as if it was going to be a total income factor 
drawn with no regard to the nature of the life-insurance business and 
without allowing proper protections. 

Of course, if a relatively good, or relatively unharmful, form of 
total income approach is combined with the net investment income 
approach that we speak of, and you add them together and divide by 
two, that in effect says that we pay half as much additional tax as some- 
body thinks we ought to, but half more than we think we ought to, and 
it is a compromise. And it may be a good enough one. And perhaps 
as a matter of reinsurance we might find ourselves embracing it in 
order to avoid getting something that was completely unworkable. 

The Cuatrman. You do agree with the thought apparently that 
is expressed by some others, that we cannot conclude that we have 
done all that is required to be done if we merely adopt the first step 
under the approach that you suggest for the surplus interest or the 


e Treasury. 
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approach that the Treasury suggested on last Monday in some modi- 
fied form in respect to arithmetic. Do you say that that is not enough, 
that there must be some addition'to the overall formula in order to 
insure that all income is being subjected in some manner to taxation? 

Mr. Beers. I agree with that, sir, because the earnings that I claim 
to you that are not properly taxable now, are not properly taxable in 
my opinion because we need them to protect our ability some day to 
pay the families of the people who have been paying us premiums 
for years. But we do not ask to be put into such a position that having 
held the money for that purpose, we can a little later pass it out to 
stockholders without ever acknowledging that it isincome. If we ever 
pass it out to stockholders we must acknowledge that it is taxable 
income. 

The Cuatrman. But as president of a stock company you are say- 
ing this morning that a proper formula for the taxation of life 
insurance companies must embody as an additional step over the 
first step that you suggest or even that the Treasury has suggested 
here on Monday ? 

Mr. Beers. I do. 

The CuatrMan. Fine. Any further questions? 

We thank you, Mr. Beers. 

Mr. Brers. Thank you. 

The Cuarrman. Our next witness is Mr. Robert L. Hogg. 

We remember you, and I might say very favorably, from previous 
years, and I remember, too, that you were at one time a member of a 
very distinguished body known as the House of Representatives. 


But for purposes of this record will you identify yourself by giving 
us your name, address, and the capacity in which you appear. 


STATEMENT OF ROBERT L. HOGG, VICE CHAIRMAN OF THE BOARD, 
THE EQUITABLE LIFE ASSURANCE SOCIETY OF THE UNITED 
STATES, ACCOMPANIED BY RAY M. PETERSON, VICE PRESIDENT 
AND ASSOCIATE ACTUARY 


Mr. Hoce. I am very glad to do so, Mr. Chairman. I may add 
to your generous personal reference that there was a time and some 
time ago, when my great ambition was to sit up on that side of the 
rostrum; but I am complimented this morning to be able to sit down 
here and address you. 

My name is Robert L. Hogg, vice chairman of the board of the 
Equitable Life Assurance Society of the United States, 393 Seventh 
Avenue, New York City, on whose behalf I appear. The statement 
which I have filed, and which has been distributed, you of course 
will assume was prepared with the assistance of quite a number of 
my associates, principally Mr. Ray M. Peterson, the vice president 
and associate actuary of the Equitable, who now accompanies me. 
I would like the privilege of referring to him any technical questions 
that come along. 

I may further note that Mr. Louis Menagh this morning indicated 
his long connection with this tax question, that he antedates me al- 
though I have been exposed to it one way or another since 1925. I 
was here in the House in 1932, when the 1932 act was passed. I have 
been very closely identified with the tax question since 1934. 
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I was formerly chairman of the joint tax committee of the business 
in January of this year, and I am still a member of it. 

In your press release of September 16 you emphasized that con- 
sideration was to be given to all aspects of the taxation of life insur- 
ance companies for the purpose of the development of this permanent 
formula that has been perplexing us for a long period of time. After 
noting the views of Secretary Anderson, in his letter of April 10, 
1958, to the chairman of the Ways and "Means Committee and the 
chairman of the Senate Finance Committee, you made it plain that 
these subcommittee hearings would analyze not only the Secretary’s 
views but any and all other views in searching for a formula that 
would bring some stability to the taxation of our business. 

I do not propose to discuss this morning the merits of any particular 
tax formula. 

T want to digress to say what I am talking about this morning 
does not involve the question of the taxation of the stock company 
as opposed to the taxation of the mutual company. We are in the 
same competitive position exactly, and I think Mr. Beers would have 
told you that in the area which I propose to cover we operate exactly 
the same. 

The primary purpose of my appearance is to urge a principle which 
should be incorporated in any formula which this subcommittee may 
produce. I am sure you may know that I refer to the removal of 
the destructive and diser iminatory income tax on the — business 
of life insurance companies in the face of complete tax exemption 
for the pension funds held by trustees such as banks and trust com- 
panies. It is just that simple. Parenthetically, in all references to 
pension operations, I mean the pension business contemplated by 
section 401 of the’ Internal Revenue Code, which we refer to as a 
qualified plan. We make no plea for anything except the qualified 
plan. 

It is a common occurrence for this committee to hear complaints 
about discriminatory tax treatment. I am almost apologetic to men- 
tion that because it is a trite expression constantly referred to you. 
In many cases the very existence of this discrimination rests upon 
the conclusion of the witness himself. The conclusions may be ones 
upon which reasonable men may differ. But not so as to the dis- 
crimination we seek to correct. It is as simple as the fact that a life 
insurance company must pay a tax on the income from funds which 
it holds for pension plans. Trustees, banks, and trust companies pay 
no such tex. Discrimination is clear. No one seeks to denv it. I 
do rot think anybody will come before the committee and deny it. 

Not onlv do banks and trust companies not deny it, they boast 
about it. For years our competitors have advertised their tax advan- 
tage. At the hearings before a similar subcommittee in 1954, Mr. 
Carrol M. Shanks, president of the Prudential Insurance Company 
of America, inserted in the record as part of his testimony a tabulation 
to show how our competitors were using their tax exemption in their 
quest for pension business. An example of the publiicty given to this 
tax discrimination is an item which apneared in the Wall Street 


Journal as recently as October 14, 1958, under a San Francisco dateline: 


A pension fund for all practical purposes is a “cost plus” operation which 
favors use of bank-trusteed plans over those offered by insurance companies 
due principally to tax advantages— 
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Paul A. Warner, president of Warner-Watson, Inc., asserted here, 


The primary expense advantage of a trust over all types of insured plans is 
that the insurance company must pay a Federal income tax from which the 
trust is practically exempt— 


he said. 


The amount of this cost will vary with the yield of the insurance company 
but will doubtless average 0.33 percent of yield which, in turn, will average 
about 8 percent of total premium cost— 

Mr. Warner asserted. 

The significant thing is that the unfortunate situation has not arisen 
as part of congressional policy. In fact, it has arisen in the face 
of a congressional policy to the contrary. The situation is really 
an evolution from the tax treatment of life insurance companies and 
the tax treatment of trusts. Pension business became important long 
after Congress established net investment income as a basis for the 
taxation of life insurance ¢ ompanies. 


GROWTH OF TRUSTEED * PENSION PLANS 


In 1950 insured and trusteed plans shared the field on roughly a 
50-50 basis in terms of total funds held. Today, 8 years later, ‘the 

‘atio stands at about 40-60 against the pension plans of life insurance 
companies. 


Insured reserves and trust funds of private pension plans 


{Tn rrillions] 


Proportion 


Insured Trust funds Total (1) a i ee 
End of year reserves plus (2) 
Insured Trusteed 
(1) (2) (3) (4) (5) 
Percent Percent 
1950... 5 2 $5, 575 $5, 750 $11, 325 49. 23 XO). 77 
1068.2. 6, 550 7, 300 13, 850 47, 29 52. 71 
1952... 3 7, 675 ¥, 000 16, 675 46, 03 53. 97 
1953 . i 8, 775 10, 675 19, 450 45.12 4, 88 
Pisani = ‘ 9 950 12, 900 22, 850 43. 54 56, 46 
1955__ oa 11, 250 15, 125 26, 375 42.65 57. 35 
1956... 12, 450 17, 625 30, O75 41. 40 58. 60 
1957 _ - ; 14, 025 20, 319 34, 344 10. 84 59. 16 
! Estimated. 
Sources: Insured Reserves, Institute of Life Insurance (includes both group annnity and individual 
policy); Trust Funds, Securities and Exchange Commission and Social Security Administration (includes 
multiem ployer plans a nd plans of exempt organizations). 


In terms of current annual contributions only 35 percent is going to 
insured ptans and the proportion is decreasing rapidly. Mr. Vito 
Natrella of the Securities and Exchange Commission in 1957 estimated 
this proportion will be down to 20 percent by 1965. This spectacular 
shift to trusteed pension plans does not arise solely because of the 
establishment of new pension plans. The life insurance companies 
are losing a substantial part of their existing business to trusteed 
operations of banks and trust companies. U nless a fair competitive 
position is established, the losses may be expected to continue more 
rapidly. 


1 Pension plans where funds are invested by a trustee. 
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Losses of pension business take two forms: Plans which change 
fully to a trusteed basis and plans which ae partially to such a 
basis. Not counting these partial changes, 6 life insurance com- 
panies accounting for 76 percent of total Fes annuity premiums 
reported 199 cases of complete change to trusteed plans from January 
1954 to July 1958. These cases represented an annual premium loss 
of $110 million. This figure does not include the substantial losses 
arising from contracts discontinued in part, business lost by life 
insurance companies other than these six, and business lost by all 
companies prior to 1954. 

The following tabulation graphically shows the experience of the 
Equitable since 1951. Note ‘particularly the accelerated rate of ter- 
mination since 1954 when the counterpart of this subcommittee held 
its hearings. 


Equitable business completely lost to trusteed plans 


| Number of em- 


Number of Annual ployees at date 

Year of termination contracts premiums termination 

(including 

retired) 

1951 7 $2, 795, 000 4, 816 
1952 11 4, 354, 000 11, 339 
1953 10 1, 826, 000 10, 962 
1954 17 9, 036, 000 19, 537 
1955 25 30, 707, 000 124, 180 
1956 21 9, 624, 000 29, 065 
1957 15 3, 677, 000 15, 426 
1958 (6 months) 11 6, 977, 000 15, 594 
Total 117 68, 996, 000 230, 919 


An employer, particularly a large employer, has a choice of methods 
for pension funding. He may se lect a life insurance company or he 
may use the trust services of a bank or trust company. While there are 
other reasons to use insurance company facilities, it is quite clear that 
cost is the predominant factor in choosing trust facilities of a bank or 
trust company. 


FEDERAL INCOME TAXES AS A COST FACTOR IN INSURED PLANS 


On 1957 income life insurance companies were taxed 52 percent (the 
corporate rate) on 15 percent of net investment income. Actually, 
this meant 7.8 percent of investment income went for Federal income 
taxes. What this means in a reduction in the rate of return is shown 
in the following tabulation: 


Rate of earnings | Rate of earnings | Net reduction on 
before tax after tax rate of earnings 


Percent Percent Percent 
| 3. 25 3. 00 | 0. 25 





3. 50 3. 23 .27 
3.75 3. 46 .29 


| 4.00 3. 69 31 


It is generally recognized that, for a typical pension plan, a devia- 
tion of one- fourth of 1. percent in the rate of interest (1. e., 0.25 percent) 
will produce a differential of 6 or 7 percent in the long-run cost of the 
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plan. Based on an average investment period of 25 years involving 
the accumulation of contributions and distribution of pension benefits, 
the additional contributions required to offset the reduction in earnings 
due to taxes at the present rate are as follows: 


Additional con- 
Net earnings tributions, as 
before tax percentage, 
required to 
offset tax 


| 
| 


Percent | Percent 
3. 25 6. ¢ 
3. 50 6 | 
3. 75 7. 
4.00 7. 
t 


' 


The current rate of earnings before tax of most insurance companies 
is 3.75 percent to 4 percent. Hence, the effect of the Federal income 
tax, compared with a tax-exempt trust enjoying the same rate of 
earnings before tax, is to increase the cost of insured plans by 7.2 
percent to 7.7 percent. 

The greatest single item of expense in an insured plan is the Federal 
income tax, a cost not born by a trusteed plan. Let’s look at the situa- 
tion as it would be if insurance companies were given the same tax 
treatment as banks and trust companies with respect to pension funds, 

The following table shows that in recent years the difference in earn- 
ings between insured pension funds and trusteed pension funds is al- 
most entirely accounted for by the Federal income tax. 


Rate of investment income 


Life insurance companies 
Tax-exempt SN 
corporate | | 
pension | Before Reduction | After 
funds |; Federal | byreason | Federal 
| income tax | of tax income tax 





Percent Percent Percent Percent 
3 3. 18 0. 20 | 

q 3. 28 . 2i 

3. 40 3. 36 | oan 

3. 72 3. 46 | 22 
3. 58 3. 51 28 | 
3. 68 3. 63 | . 30 | 
3. 84 3.75 31 | 
| 


oo go go Go 28 G8 ND 
ESBRaSB 


| 


Source: Corporate Funds; Securities and Exchange Commission Life Insurance Companies; Institute 
of Life Insurance Fact Book. 


From the foregoing tabulations it is obvious a life insurance com- 
pany in its pension operations cannot compete on a cost basis with the 
tax-exempt operations of a bank or trust company. Life insurance 
companies have lost ground to their tax-exempt competitors. 

This shift of business to trusts has created a maladjustment for 
smaller employers. This shift of business to tax-exempt trusts has 
been more extensively used by a large employer with a decrease in 
pension cost, leaving his smaller competitor with a higher cost for his 
pension service. 

In its survey of corporate pension funds, 1951-54, the Securities and 
=xchange Commission found from sample data that smaller sized busi- 
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nesses have proportionately more plans of the insured type than do the 
larger companies. 

As to existing plans, the average number of employees covered by 

oup annuity contracts was 707 in 1955 (645 in 1957) (according to the 
1958 Life Insurance Fact Book) which contrasts with an average num- 
ber of 4,075 for 643 plans handled by corporate trustees (as reported in 
1955 by the New York State Banking Department). As to new plans, 
the average number of employees under group annuity contracts issued 
in the 38-year period, 1955-57, was 231 (according to the reports of the 
Life Insurance Association of America). In a study made by the 
Bankers Trust Co. of new plans adopted in the period 1953-55 covering 
66 plans with at least 200 lives, the average size of the group annuity 
cases was 660 employees and for the trusteed plans was 3,400. Finally 
here is a striking comparison : During the period from January 1, 1954, 
to July 1, 1958, the average number of employees covered by Equitable 
discontinued pension plans which changed completely to trusteed fund- 
ing was 2,055 and the average number of aauaiaen for newly issued 
contracts during the same period was 204. 

The foregoing facts demonstrate clearly that the small- or moderate- 
sized employer finds it desirable to use the services which an insurance 
company provides. 

Small Sauteen needs the services of the life insurance company. 
Under a trusteed plan, the employer is solely responsible for the suc- 
cessful operation of the plan. Although he engages the specialized 
services of the consulting actuary, the bank as trustee, and the tax 
lawyer, none of these specialists is or can be responsible for the ade- 
quacy of funds to support the benefits promised by the plan. The suc- 


cessful operation of a trusteed plan yey depends upon the con- 


tinued existence of the employer. An inadequacy of contributions 
may not be properly recognized for many, many years. Even though 
contributions may be soundly determined by actuarial principles, a 
sufficient number of lives and a sufficiently long period of operation 
are necessary to permit the law of averages to operate—a law on which 
the actuarial determinations depend. The officers of a small business 
are least likely to have the time and talent required to fulfill the em- 
eer's responsibilities of a trusteed plan. A small pension fund 
andled separately as a trust will entail relatively high investment ex- 
penses and may not provide adequate latitude for proper diversification 
of investments. 
Life insurance companies provide a unique and necessary service by 
which the small employer can secure— 
(a) guaranties of the adequacy of funding with no risk as to 
failure of the law of averages to operate; 
(6) the benefit of an investment activity with opportunities 
for wide diversification and low investment expense ; 
(c) an assurance that benefits accrued to date are adequately 
funded even though the employer should go out of business; and 
(d) an assurance that paid-up pensions vested in ex-employees 
(portable pensions) will be secure and will not depend upon the 
employer always being in existence in order to administer and pro- 
vide such benefits. 
In view of the virtual necessity of the small employer using the services 
of the life insurance company, the Federal income-tax discrimination 


32951—58——_19 
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as to “qualified” pension plans falls with special force upon the small 
employer. His only alternative is a risky venture for which he is un- 
qualified. This situation cannot be said to be consistent with sound 
public policy. 

It is also important to recognize that the burden of the tax can 
ultimately fall on the employee by his receiving a lesser pension from 
the funds which the employer has available for a pension plan. This is 
particularly true where the employer contributes under a cents-per- 
hour type of negotiated plan. 

The tax equality now sought affects only a class of business of a life 
insurance company. While it would correct the inequities and dis- 
crimination cast upon the pension operation of life insurance com- 
panies, it would not create any advantage for one life insurance com- 
pany over another. The suggested tax equality would benefit only 
the pension contract holders—no one else. Each pension contract, 
whether with a stock or a mutual company, is under constant scrutiny 
by the contract holder. Taxes are charged to each pension contract, 
without any connection whatever with any other line of business, 
Our suggestion would have no effect whatever upon competition with 
other companies operating solely in the ordinary life field, but it would 
equalize the position of insurance companies and banks in the pension 
field and treat pension business the same without regard to the entity 
furnishing the service. 

In 1955 the Ways and Means Committee recognized the merits of 
the tax equality now sought. In H. R. 7201, as reported and passed 
by the House, a substantial part of the inequality was removed. How- 
ever, on account of the peculiar legislative situation in the Senate and 
for reasons not related to its merits, H. R. 7201, as finally enacted, did 
not include provision for the tax equality now sought but actually 
increased the tax discrimination as between insured and trusteed plans 
inasmuch as the new law provided for a substantial increase in the tax 
rate. It is urgently requested that this committee again reaffirm its 
position taken in 1955 and correct the discriminatory treatment now 
suffered by life insurance companies in their competition with banks 
and trust companies, and, at the same time, correct an injustice which 
falls heaviest upon the small employer and, in its ultimate effect, can 
fall upon retired employees most of whom are in the lower income 
brackets. 

The CuatrmMan. Mr. Hogg, does that conclude your statement ? 

Mr. Hoge. That concludes the statement. 

The CHatrrmMan. We thank you, sir, for calling this again to our 
attention. We remember quite well your previous appearance before 
the committee and in behalf of this subject matter. 

Let me ask you if we should make allowance for pension business 
in connection with a permanent formula and that permanent formula 
should take on the aspect of the two steps that have been referred to, 
which 1 of the 2 steps should we modify to make allowance for the 
pension benefits ¢ 

Mr. Hose. Mr. Chairman, I think there is substantial allowance 
made in the—let me call it step No. 1. And may I make an observa- 
tion on step No. 1? 

There has been a lot of talk here about that step No. 1, but the step 
No. 1 which I would certainly urge would be what you call—and I do 
not like the name—the surplus-interest approach. 
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I believe it would take care of our problem so far as step one ig 
concerned. 

On the second step, I have not seen the Treasury recommendation, 
but it is possible that we would have to bring to your attention the 
way our problem should be taken care of in step No.2. I cannot give 
you the mechanics. I would be glad to study it. 

The Cuz ars An. If we should : ‘adopt the investment income approach 


as step No. 1, it would be your thought that the modification should 
be with Gadi to step No. 1? 


Mr. Hoae. Yes. 

The Cuarrman. If, however, we should adopt as step No. 1 this 
so-called surplus-interest theory, that it might be possible to take 
care of your situation with respect to step No. 2 

Mr. Hoce. Yes. I think if you took step No. 1 as in the 1955 act, 
as this committee reported it, you would provide substantial relief 
from it. It is very easily taken care of, if step No. 1 should be the 
surplus-income approach. As I said, in the 1955 act you gave us 
substantial relief, but not full relief. The law did not take into con- 
sideration the fact that we had to have a surplus in the pension plans, 
just as well as we do any other part of our business where we give firm 
commitments. 

The point was made by someone that the banks have no surplus for 
pension business and therefore we should only be allowed the relief 
only on the fund itself and not on any sort of surplus. But that over- 
looks the fact that the banks give no guaranties. We do give guaran 
ties. Consequently, that portion of the surplus which is allocated to 
this particular area of business should receive the same tax considera- 
tion as the reserve. 

The CratrmMan. Do you remember, when this matter was up before, 
Mr. Hogg, it was contended by some that if we provided for full ex- 
clusion of earnings on this pension business in taxing it 

Mr. Hoae. Yes. | 

The CramrMan (continuing). That we would place the insurance 
people who participate in it again in the position of advantage over 
a trustee, trust company or a bank, in that a charge is paid by a bank 

a trust company for the handling of it. 

"Mr. Hoce. Yes; that is right. 

The CuHatrman. Isthat a material point ? 

Mr. Hoac. Let me state why I do not think it is a material point. 
They do make the charge for handling it. The point you may have 
in mind is that probably these handling fees are taxable as income of 
the bank. 

The CuarrMan. It would be. = 

Mr. Hoac. Let me show you to a very limited extent. Here is a 


publication put out by the Federal Reserve Bank of New York, Jar'- 
uary 19,1957. Itsays: , 





i 
Salary expense allocated by the five city banks, that is, the salaries of. the 
bank people, to pension and profit-sharing trusts continued to climb and reached 
alevel of 86 percent of the gross income from these accounts. 
They got income charged to the funds, but 86 percent of it was 
deducted as a business expense for s salaries. So the Government re- 


ceived a tax of 52 percent on only 14 percent of whatever that charge 
Was, 


, 
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This is another factor I want to call attention to. This is a unique 
kind of tax equality we are asking for, because whatever relief you 
give us, and however you restore this equality, 52 percent of it will 
come back to the Government, because the employers have a right for 
income-tax purposes to deduct all these contributions to us for business 
expenses. 

Now, to the extent to which we reduce what they have to pay us for 
this tax, the tax would be recouped to the extent of 52 percent. 

And another thing, every one of these contracts stands as an entity, 
Every year we give every one of these funds a detailed account of the 
status of it, just like it was a separate life-insurance company, just the 
accounts. In there the tax is reflected. 

Do not think for one minute that our group patrons are not after us, 
They have accountants after us every time on every item of expense 
in this thing. 

The Cuarrman. Mr. Hogg, what I was trying to get at is this: Is 
the charge levied against the pension business presumably as a per- 
centage of earnings or income to a fund by a bank a material factor? 
- Is it 1 percent, one-fourth of 1 percent, one-eighth of 1 percent, or what 
is it? 

Mr. Hoce. Mr. Peterson, would you answer this question ? 

Mr. Pererson. From reports of the New York Federal Reserve 
Bank as to the operations of their trust department, I have a few 
figures which indicate the net earnings of their trust business adjusted 
for allowed credit for deposits—I am using the exact language—in the 
‘ase of their pension trust business for the years 1953, 1954, 1955, and 
1956 averages around 6 percent of the fees that they collected in that 
area. The fees that they collected amounted to in the neighborhood of 
$4 million. 

If we assume that the taxes they paid were approximately equal to 
the net earnings, assuming a 52-percent tax, then the taxes that they 
pay in respect to this business and this is with respect to 7 or 9 New 
York City banks, which have a very large preponderance of this pen- 
sion trust business, the annual tax which they pay would appear to be 
in the neighborhood of 6 percent of $4 million or about $240,000. 
That was all the tax that they paid. 

The Cuarrman. Do you have information from that document that 
“would give me the answer to my question more specifically; namely, 
what percentage is the fee for the handling of one of these pension 

funds as a percentage of the income developed for the fund in the 
ourse of a year? 

Mr. Peterson. The fees, the relationship of the net earnings to the 
fees that they charged ? 

The Cuamman. I am talking about the investment income that 
they get from the investment of the funds. 

Mr. Pererson. The relationship to the investment income of these 
funds—— 

The Cuarrman. Is it normally 10 to 1 percent, 100 to 1 percent, 
or 1 percent or what? 

Mr. Pererson. I figured it out here to be, and I have approximated 
it—I had to sort of guess at the magnitude of the funds these banks 
hold. I assume if these banks hold in the neighborhood of $15 billion 
and they do hold a large preponderance of it, my estimate of the 

taxes that they pay comes down to about two-thousands of 1 percent. 
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I am not talking about the taxes they pay. I am talking about that 
levied against the earnings. 

The net earnings they reported 

The CuarrMan. That is what we are talking about here. We levy 
g tax on. that kind of business in the hands of the insurance com- 
pany. I want to know if we eliminate the tax entirely from the pen- 
sion funds in the hands of the insurance company are we going to be 
faced with the charge that we are discriminating against bank-held 

nsion trust funds, because the banks levy a fee for the handling of 
that, that amounts to so much taxable net income. 

Mr. Pererson. The net earnings as reported by the New York Fed- 
eral Reserve Board are in the neighborhood of two-thousands of 1 

reent of the total funds. 

The CuatrMan. That is, the fee would be that much ? 

Mr. Pererson. Not the fees. That is the net earnings. The net 
earnings are about 6 percent of the fees. 

The Cuamman. Can you answer my question? Have you enough 
information in the document to answer my question, not the way you 
answered it, but just the fees represent such and such a percentage of 
the net investment income derived from this pension fund. 

Mr. Hoae. Let me interject. I do not think we have the schedule 
of actual fees of any bank. I think we would have to interpolate the 

res and it is an unsatisfactory approach to it. If there is a dis- 
crimination against the trusteed operation, it ought to be equalized. 

The Cuarrman. You are certain ? 

Mr. Hoge. That is right. 

The Cuarmman. If it is a material factor you would want no ad- 
vantage ? 

Mr. Hoae. That is right. 

The CHarrmMan. What you want is elimination of discrimination 
one way or the other. So in place of the total exclusion of pension 
funds for your tax purposes it might well have to be less than 100 
percent in order to maintain equality ? 

Mr. Hoca. Whatever it would be. 

The Cuarrman. I was trying to get some figure what it should be. 

Mr. Hoge. That is right. 

The Cuarrman. If it should not be 100 percent 

Mr. Hoce. May I request, and I assume that you would want it 
anyway, in the process of trying to equate what that is, we would like 
to present, if necessary, additional material. 

The Cuarrman. I would like for you to do it. I do not want to 
pressure you. If you can get it to us by Friday morning, it will be 
fine if you can. 

Mr. Hoac. Yes, we will do that; yes. 

The Cuarrman. It will appear in the record at this point without 
objection. 
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- (The information referred to follows:) 


Re Frees AND COMMISSIONS OF BANKS AND TRUST COMPANIES FOR PENSION TRUSTS 


(Submitted by Ray M. Peterson, vice president and associate actuary of the 
Equitable Life Assurance Society, as an addendum to the testimony of 
Robert L. Hogg in accordance with the request of the chairman of the House 
Committee on Ways and Means at the hearings of the Subcommittee on 
[Internal Revenue Taxation, November 19, 1958) 


During the course of Mr. Hogg’s testimony in support of tax equality for 
trusteed and insured pension plans, Chairman Mills requested information ag 
to the relationship of the fees and commissions of banks and trust companies for 
pension trusts to the investment income of such trusts. That information is 
shown in exhibit A herewith. 

The pension trust fees charged by banks and trust companies are largely to 

cover the cost of investment services although selling and administrative costs 
are also involved. In the main, these fees correspond to the investment expenses 
of life insurance companies which, for the principal types of investment made by 
pension trusts, i. e., bonds and stocks, amount to 1 to 1% percent of life insur- 
ance company investment income. Both insured and trusteed plans have other 
administrative expenses. 
- Exhibit A indicates that the aggregate gross fees and commissions charged 
pension trusts amount to about 2% percent of investment income. If insurance 
companies were to pay a Federal income tax on pension business comparable 
to that paid with respect to the entire trust operation of a bank as related to 
total fees and commissions, such Federal income tax would amount to about 
0.13375 percent of investment income of a pension fund compared with the 1957 
tax paid by insurance companies of 7.8 percent of pension fund investment 
income. Thus, the Federal income tax paid with respect to insured pension 
business has been about 58 times that paid with respect to trusteed pension 
business. 

The Federal income tax paid by banks and trust companies, as related to fees 
referred to above, is determined as follows: Exhibit B herewith shows the finan- 
cial operations of the trust business of several large New York City banks as 
reported by the Federal Reserve Bank of New York. For the entire trust 
activity, the total charge for income tax for the 4 years, 1953-56, amounted to 
$13,194,800, which is 5.35 percent of total commissions and fees of $246,561,500. 
Exhibit A shows pension trust fees and commissions amount to about 2% percent 
of investment income. Applying this overall rate of tax of 5.35 percent to 2% 
percent of investment income, a percentage of investment income equal to 
0.13375 percent results. Exhibit B also shows that, for pension trust business 
taken alone, the banks have been experiencing a net loss (before allowed credits 
for deposits) and, thus, appear to be making no contribution to Federal revenues 
from the pension trust business. 

It is important to recognize that the financial benefit arising from the estab- 
lishment of a status of tax equality for qualified pension plans as between 
insured and trusteed plans would be passed on by life insurance companies to 
group annuity contract holders by increased dividends or rate credits. These 
credits reduce the amounts claimed by the employer as deductions for pension 
costs. Accordingly, for all employers paying income taxes, there will be in the 
future a 52-percent recovery of any such financial benefit through increased 
revenues. 


ExHIsIT A 


RELATIONSHIP OF PENSION TRUST FEES ANC COMMISSIONS TO TRUST FUND INVEST- 
MENT INCOME 


,ccording to a research report of the employee benefit plan review of May 
1958, the fees charged by banks and trust companies for handling pension trusts 
ure as follows for 183 banks holding 97 percent of the total funds held by cor- 
porate trustees, the amount held by these banks being $7 billion: 
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Annual charge 

as percentage 

Mean fund: of mean fund 
EN, en siteiialiten tai sini it BS ieee ed wary % 
EE MAI census itknnaaitinen Sesresniieniteids deeidumuats once Giikadaires Aaa Eee 4 

AE ~ SEI ss sci an ew asm sn ensenee nim eanes cx tnttaap aint titi a kee ae 1g 
ee OS a nso ccccicc eee ic endian eal 2 5 


Over $10,000,000______- 


There is a minimum fee of $500, and additional fees for making benefit pay- 
ments and for maintaining individual employee accounts. 
This scale of fees bears the following relationship to investment income: 


Fees as percentage of investment income 


Earnings rate 


3.5 percent 


4 percent 


i 
$1,000,000 ines 7.9 6.9 
$5,000,000 iz 4.4 3.9 
$10,000,000 wD 3.2 2.8 
$25,000,000 2 ivi eneimndteniineaeliicnaie 2.1 1.9 
$100,000,000 ORES | 1.6 1.4 


From data appearing in a study entitled “A Survey of Funds Held by State 
and National Banks in New York State” made by the New York State Banking 
Department and published in 1955 (tables 27, 47, and 64 of such study), fees 
and commissions with respect to 643 pension-plan trusts for plans in New York 
State for plan fiscal years ending, generally, in 1953 were about 2% percent of 
investment income. This figure is substantially confirmed by the relationship 
of the total fees and commissions of the large New York City banks for 1953 
(exhibit B) amounting to $3,423,500 to the the investment income of trusts held 
by large New York banks for fiscal plan years ending, generally, in 1953, amount- 
ing to $134,127,000 (table 34 of New York Banking Department study), the rela- 
tionship being 2.6 percent. 

ExuHisiT B 


Income and expenses of trust business of New York City commercial banks 
{In thousands] 





| Trust 
| Income- | depart- 
Total | Net tax | Trust Allowed | ment net 
commis- Total earnings | charges | depart- | credit earnings 
Type of trust account | sions | expense before (—) | ment | for (adjusted 
and =| | income | or net deposits for 
| fees | | taxes | credits | earnings | allowed 
| Gh | | credit for 
| deposits) 
Pension and _ profit-sharing 
trusts 
9 New York City banks: 
1953 $3, 423.5) $4,031.9 $608.4 +$297.5| —$310.9| +$466.2) +$155.3 
1954 4,211.2 4, 292. 5 —81.3 —1.3 —82.6 +-429. 9 +-347.3 
7 New York City banks 
1955 2, 999. 4 3, 515.4 —516.0 4-273. 4 — 242.6 +384. 5 +141.9 
1956 3, 499. 7 4,113.2 —613.5 +-335. 9 —277.6 +483. 0 +205. 4 
Total ‘ 14, 133.8 +-905. 5 
All trust accounts 
9 New York City banks 
1953 57,076.7) 55, 852.0) +1, 224.7 — 568. 4 +656. 3) +7,031.6) +7, 687.9 
1954 61, 859.6) 56,465. 1) +-5, 394.5) —2, 826.8) +2, 567.7) +-5, 941.6) +8, 509.3 
7 New York City banks: 
1955 58, 843.0! 51, 776.7) +7, 066.3) —3, 804.0) +3, 262.3 .4| +9, 590.7 
1956 68, 782.2) 57, 797.7,4-10, 984.5, —5, 995.6) +4, 988.9 6 +11, 717.5 
Total ‘ 246, 561. 5 . —13, 194. 8 


Source: 1953 and 1954, Monthly Review of Federal Reserve Bank of New York, June 1955, p. 74; 1955 and 
1956, information furnished by Federal Reserve Bank of New York. 
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The Cuarrman. Mr. Curtis. 
Mr. Curtis. In these trustee plans is there just an investment prob- 
lem or is there an insurance problem involved there, too? Are there 
estimates of mortality ? 

Mr. Hoge. Oh, yes. 

Mr. Curtis. Just how do the banks and trust companies render that 
advice if they are not in the business ? 

Mr. Hoee. The employer or the trustee utilizes the services of 
lawyers, investment specialists, and consulting actuaries. 

Mr. Curtis. What has been the State regulations on that? Have 
the States felt that that was going into the insurance business ? 

Mr. Hoge. Absolutely no, so far as the actuarial soundness of it, 
there is no regulation at all. Is that correct? Referring to Mr. Peter- 
son, what I am talking about is regulation by statute. Is that not 
correct ? 

Mr. Pererson. Are you asking me that? 

Mr. Curtis. In the insurance companies that are handling this, I 
presume you are covered by State regulations the same way you are in 
any other field ? 

Mr. Heae. That is right. 

Mr. Curtis. So possibly a public-policy question is involved here, 
too, if we are involved in insurance features with mortality. That is 
an element that needs consideration. Would you say that is so? 

Mr. Hose. We are not advocating it. 

Mr. Curtis. I know you are not. I am trying to get information. 

Mr. Hoge. Yes; it isa matter of State policy. 

Mr. Curtis. I appreciate that. 

I have one other question : 

In these funds that you have, do you invest in common stocks 
heavily ? 

Mr. Hoge. No. 

Mr. Curtis. Could that be one reason why the banks and trust com- 
panies are possibly more successful in competing ? 

Mr. Hoge. I think, Mr. Curtis, that may be one reason. They make 
the argument, and they are getting a higher rate of return, but they 
would not be getting a higher rate of return by reason of their invest- 
ment were it not for this tax. With tax equality we would be just in 
there pitching with them right along. Let them invest whatever way 
they wanted to. 

Mr. Curtis. In other words, you would be competing on the type 
of investment you are going to do, real estate, equities, bonds, and so 
forth. 

Mr. Hoge. Yes, sir; we would compete with them on that basis, 
as long as we do not have to carry the millstone of this tax on our 
backs. 

Mr. Curtis. Is one reason you do not go into common stocks State 
regulations, or is it ? 

Mr. Hoge. Very largely; yes. 

Mr. Curtis. Thank you. 

The Cuatrman. Mr. Hogg, we thank you, sir, for coming to the 
committee and giving us the benefit of your thinking on this matter. 
We appreciate having you come back. 
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Without objection the subcommittee will adjourn until 1:30 this 
afternoon. 

(Whereupon, at 12:25 p. m., the subcommittee recessed to reconvene 
at 1: 30 p. m. the same day.) 


AFTERNOON SESSION 


The committee reconvened at 1:30 p. m., upon the expiration of 
the recess. 

The Cuatrman. The subcommittee will be in order, please. 

Our next witness is Mr. John A. Gosnell. 

We remember you from previous appearances before the committee, 
but will you identify yourself for this record by giving us your name, 
address, and capacity in which you appear? 


STATEMENT OF JOHN A. GOSNELL, GENERAL COUNSEL, NATIONAL 
SMALL BUSINESSMEN’S ASSOCIATION, WASHINGTON, D. C. 


Mr. Gosnetu. Yes, Mr. Chairman. 

My name is John A. Gosnell. I reside in Arlington, Va., and am 
general counsel of the National Small Businessmen’s Association, 
which maintains national headquarters at 801 19th Street NW., Wash- 
ington 6, D. C. 

The National Small Businessmen’s Association is the oldest, and we 
believe the strongest, small-business organization in the United States. 
It has represents ative membership in all of the States and, roughly, 
represents 250 different categories of business. 

Through the continual flow of member communications, I am gen- 
erally familiar with many of the problems of small-business men. One 
of these is the establishment of an adequate pension plan in connec- 
tion with a business which has a small number of employees. 

It is obviously difficult, if not impractical, from an actuarial stand- 
point, for a small business to establish a self-insured or trusteed pen- 
sion plan. ‘The result is that the small-business man must turn to the 
insurance company in order to provide a pension plan to protect his 
employees. 

The sole point which I wish to make is addressed to the fact that 
the investment income of pension funds in the hands of life insurance 
companies is subject to Federal tax. Such income is tax exempt if the 
plan is funded through a trust plan. 

I am not an expert in this area, but an examination of the record 
of previous hearings on this point appears to support the conclusion 
that the disparity between trust and insurance plans results in a dis- 
crimination against the small-business man and his employees. 

Various exhibits previously submitted clearly show a trend in that 
an increasing number of larger pension plans follow the trust ap- 
proach. ‘This would indicate that the disparity is both significant and 
influential; in fact, the tax on the insurance plans is frequently men- 
tioned in promotional material as an advantage enjoyed by qualified 
trust-fund plans. 

I do not know, of course, the extent to which the elimination of the 
tax would benefit the small-business man. I have to assume that the 
competitive pressures which appear to exist would have the desired 
result. 
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We understand that correction of this situation is unobjectionable 
to the Treasury Department, and we respectfully recommend that 
income from investment of reserves for pension plans and annuities 
be eliminated in computing the Federal tax base. 

The Cuairman. Does that conclude your statement ? 

Mr. Gosneui. That is all, sir. 

The Cuarmman. We thank you, sir, for coming to the committee 
and giving us the benefit of the views of the Small Businessmen’s Asso- 
ciation. 

Mr. Mason will inquire. 

Mr. Mason. I just want to make the remark that your argument is 
the same as Mr. Hogg’s, only he went into greater detail than you did, 

Were you here this morning when he testified 2 

Mr. Gosne.t. Yes;I was. 

Mr. Mason. That isall, Mr. Chairman. 

The Cuarrman. Our next witness is Prof. Roy E. Moor. 


STATEMENT OF ROY E. MOOR, PROFESSOR OF ECONOMICS, WILLIAMS 
COLLEGE 


Mr. Moor. Mr. Chairman and members of the committee, my name 
is Roy E. Moor, and I am a professor of economics at Williams Col- 
lege. I have recently done some research on the question which is 
before your subcommittee, and I hope that some of my findings, as 
indicated in this statement, may be helpful to you. 

I am not representing any company or or ganization. 

The Cyaan. Let me interrupt just long enough to say for the 
record just how much we appreciate, Professor Moor, your taking 
time from your duties to come to the committee to give us the benefit 
of your investigation and research in this subject. 

I think the record should show that you have done this at your own 
expense, that you are not employed in this capacity nor representing 
anyone except your own individual views. 

We appreciate your t: uking the time to come to us. 

Mr. Moor. Thank you, Mr. Chairman. 

One of the major problems which faces your subcommittee in 
attempting to develop a permanent method for the taxation of life 
insurance companies is the existence in the industry of both mutual 
and stock companies. 

A principal justification which has been given in the past for vem 
tax treatment of life insurance companies generally is based, 
simplest form, on the following reasoning: 

(1) Mutual life insurance companies deserve special tax con- 
sideration ; 

(2) Stock life insurance companies are typically smaller than 
the mutuals; 

(3) It is unfair to give a competitive tax advantage to the 
largest companies; and, ‘therefore, 

(4) Alllife insurance companies should receive the same special 
tax treatment. 

For one of the more recent presentations of this reasoning, see Taxa- 
tion of Life Insurance Companies, hearings before a subcommittee 
of the Committee on Ways and Means, 83d Congr ess, 2d session, 1954, 
pages 80-81. 
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In this statement I do not wish to comment on the question of 
whether mutual companies deserve special tax consideration. How- 
ever, it may be useful to you to know exactly what the relative sig; 
nificance of the stocks and mutuals is in the industry. Table 1 pro- 
vides this information. 

(The table referred to follows:) 


{Dollar amounts in millions] 


1921 | 1932 | 1942 1950) 1952 1957 


Number of companies: 
Stock < sa 232 264 224 | 333 622 | 870 
Mutual . ded 56 64 79 108 171 | 177 
Total : > 288 328 | 303 441 793 1 047 
Percent mutual é 19 20 26 24 22 17 
Total admitted assets 
Stock ’ ‘ eo b $1, 520 | $4, 565 | $7, 215 $14, 687 $17, 429 $34, 697 
Mutual -- ‘ aacane $6,417 | $16,189 $27, 716 $49, 333 $55, 869 $79, 015 
Total ' _..-------| $7,936 | $20,764 | $34,931 | $64,020 | $73,308 | $113, 712 
Percent mutual ood. 81 78 79 | 77 | 76 | 69 


Total surplus: ! 











Stock ; ‘ (?) | $309 $446 $1, 190 $1, 449 $3, 624 
Mutual __-.-- owen < aie —— $1, 473 $1, 922 #3, 806 $4, 243 $5, 929 

Total. * - is Tees $1, 783 $2, 368 | $4, 996 $5, 692 $9, 553 
Percent mutual oeéd d ; 83 81 76 75 62 

Total insurance in force: } 

Stock $12, 480 $25, 194 $36, 951 $79, 132 $99, 114 $117, 316 
Mutual > ni ‘ | $33, 504 $74, 960 $93, 382 | $162, 886 | $188, 008 $227, 241 

Total. - ; $45, 983 | $100,154 | $130,333 | $242, 018 | $287, 125 $344 557 
Percent mutual : eee aan 73 | 75 72 | 67 65 66 





1 Excluding capital. 
? Data not comparable for mutuals and stocks. 


Note.—Amounts may not add to totals due to rounding. 
Source: Based on tabulations compiled for this study from individual company data, as shown in 


Spectator Insurance Year Books, Life Insurance Volumes (Chilton Co., Inc Philadelphia), selected 
volumes, and Best’s Life Insurance Reports (Alfred M. Best Co., Inc., New York), selected volumes 


This table indicates, for selected years, various measures which 
might be used in assessing the relative significance of the two types of 
companies. The year 1957 is the most recent for which this data 1s 
available. The information in the table has been compiled entirely 
from trade publications, which in turn are based on the annual state- 
ments of the individual companies. 

To the best of my knowledge, actual data of this type have never 
been presented to your committee before. 

The bottom lines under each of the four headings in table 1 indi- 
cate the proportion of the industry which is mutual. 

It will be noted that, since 1942, the proportion of mutu: al companies 
has steadily fallen until in 1957, according to these figures, only about 
17 out of every 100 life insurance companies were organized on a mu- 
tual basis. 

These figures include fraternal organizations selling life insurance 
on a mutual basis. 

Actually, these figures somewhat overstate the proportion of mu- 
tuals because I did not have access to 1957 data for a number of the 
smaller stock companies. 

According to the Institute of Life Insurance, the total number of 
life insurance companies at the end of 1957 was about 1,300. 
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(Life Insurance Fact Book, 1958, Institute of Life Insurance, p. 97.) 

If the additional companies had been included in table 1, the pro- 
portion of mutual companies would have been about 14 percent of the 
total. 

In terms of both total assets and total surplus, the same story of 
relative decline in importance of the mutuals can be seen. You will 
note in particular the sharp drop in the percentages from 1952 to 1957, 

The fact that these proportions are higher than the percentage of 
mutual companies in the industry indic ates, of course, that the mutuals 
are typically among the largest companies in the industr y: 

In the case of total insurance in force, a significant decline i in the 
proportion held by mutuals can be seen from 1932 to 1957. From 1959 
to 1957, a slight 1 increase apparently occurred, although, as indicated 
earlier, the 1957 figures do not include a few stock companies. 

To this subcommittee the significance of table 1 is primarily, I think, 
that a steadily increasing proportion of the companies in the life i In- 
surance industry are essentially comparable to other corporations, 
Especially is this true in terms of the number of companies which will 
be affected by the permanent method of taxation which you are 
seeking. 

In effect, roughly 1,100 companies out of a total of 1,300, or more 
than 85 percent of all life insurance companies, are now operating just 
as other corporations, by selling stock to investors and distributing 
profits to these inv estors. 

If the mutual nature of the industry continues to be a justification 
for special tax treatment, it essentially means that a rapidly diminish- 
ing tail is being used to w tug a steadily growing dog. 

Parenthetic ally, table 1 can also be used to observe the pe 
growth of the industry. This growth is highlighted in table 2, on the 
next page, which uses the relat ively recent year of 1950 as a base. 

(The table referred to is as follows :) 


TABLE 2.—Percentage growth of mutual and stock companies since 1950 











| 
1950 | 1952 1957 ! | 1957 2 
es ve ee oe 
Number of companies: 
a ka i kh ‘ -| 100 | 187 261 337 
Mutual... Sais eee 100 | 158 164 | 169 
Total_. Fitteds rer maect a 100 | 180 | 237 | 293 
Total admitted assets: 
Stock. __.- Sete itele 4 -| 100 | 119 9068 } 2654. ..iceae 
Mutual. ....--- ‘ piliecedes 100 | 113 | a 
BEE saithtessnescoscscs 100 | 115 176 |....:...hc08me 
Total surplus: | | | | 
ENO eR . 100 | 122 | 205 | 
Mutual. wehuisnliarcnnasitots 100 112 | 156 | i 
Total. - ncn . soil 100 114 | 191 
Total insurance in force: 
Stock. _- ele sk Seed aeons 100 | 125 ————— 
Mutual___. ‘ ; 100 | 115 140 aognln 
Total_... aeadebed ‘ 100 119 141 -nadaivane 








! From actual data as shown in table I. 
* Stock and mutual figures estimated on basis of total industry data as shown in Fact Book, ibid. 


Source: Table I 


There are almost three times as many life insurance companies in 
1957 as there were in 1950, the total assets have increased by more 
than 75 percent, the total surplus funds have virtually doubled, and 
the aggregate insurance in force has risen by about 40 percent. 
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Table 2 also suggests certain possible conclusions about the opera- 
tions of mutual companies. Because of the allegedly nonprofit charac- 
ter of the mutuals, it would seem reasonable to expect that they have 
a distinct competitive adv antage over the stock companies. 

Yet since 1950, the mutuals have, in terms of relative proportions 
of insurance in for ce, not quite held their own and, since 1932, have 
actually lost some ground, as table 1 has indicated. 

This fact may imply that, at least in the short run, there is little 
significant difference to prospective policyholders between the net 
premiums—after policyholders dividends—being charged by stock 
and mutual companies. 

In this connection, it is interesting to note that since 1950 table 2 
shows the total surplus of mutual companies has increased 16 percent 
more rapidly than did the insurance in force of mutual companies. 

Relative shifts in types of insurance written: One of the facets of 
the life insurance industry which is significant from a tax standpoint. 
concerns the nature of the business done by the companies. The types 
of policies written are important because they provide the companies 
with varying proportions of investment income and underwriting 
profits and, under the tax formulas of recent years, only the invest- 
ment income portion of the total profits is subject to tax, 

Investment income can only arise in cases where the companies 
hold reserves against policies and the amounts earned by investment 
of these reserves exceed the interest which must be added to the re- 
serves in order adequately to meet future claims. 

Underwriting profits, of course, represent the difference between 
the net premium income which the companies receive, and the claims 
and expenses which the companies must pay. 

Several types of policies which have grown rapidly in recent years 
provide insurance coverage only for relatively short periods. For 
these types of policies, there is little time to accumulate reserves and 
little need for them, since the premiums received can—and must—he 
used directly to meet claims as they occur. 

Therefore, the profits to the companies from these types of policies 
arise almost entirely from underwriting dine Which are tax 
exempt—rather than from investment income which would be taxable. 

Only one of these short-term policies will be discussed in detail 
here. 

The example I have chosen is credit insurance, which is typically 
sold by loan companies in connection with personal borrowing, car 


9 
financing, and so forth. This insurance is designed to guarantee 
that, in case of the death of the borrower, the loan company will get 
its money back by being the beneficiary of the policy. 

The insurance, therefore, covers only the length of the loan period, 


usually at most 12, 18, or 24 months. 
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(The table referred to follows :) 


TABLE 3.—Growth of credit insurance, 1942-57 
(000 omitted] 





Amount of Percent 
credit insur- increase 
ance in force in 4 years 





$355, 000 

729, 000 

3, 889, 000 
10, 241, 000 | 
19, 748, 000 


Source: Fact Book, op. cit., p. 33. 


The growth of credit insurance in recent years has been phenomenal. 
As shown in table 3 3, the amount of credit insurance in force has more 
than doubled every 4 years since 1942, with a 93 percent increase in the 
last 3 years alone. This growth, coupled with the virtual tax exemp- 
tion of the income earned on these policies, has provided some sub- 
stantial profits for companies which specialize in credit insurance. 

Table 4 provides examples of the profits earned by a few of these 
companies. In giving these examples, I do not mean to suggest any- 
thing invidious concerning either the companies, credit insurance, or 
the acquisition of substantial profits. The relevant point is simply 
that, under the tax laws up to the present, profits of these magnitudes 

‘an be obtained virtually tax free. 

Table 4 can best be examined by going down the lines of figures. 

Initially, one can see the minor differences between gross premium 
income and total gross income. The Federal income tax in 1957 was 
based on the portion of income other than premiums. The two lines 
under gross income show the relationship of expenses and profits be- 
fore taxes to gross income. The total taxes line shows both Federal 
and State taxes. 

In part, therefore, you can see a little of the effect of State taxes 
which are based in large part on premiums. 

Federal taxes have been estimated as equal to 7.5 percent; that is, 
the approximate actual effective rate in 1957, of the difference between 
premium income and total income. 

Net profits after taxes are shown next and can be compared directly 
to the capital investment in the company. The percentage relation- 
ship between profits after taxes and capital is roughly the net rate of 
return on investment. 

Actually, these rates of return are, in some instances understated 
because the capital figure has been inflated by stock dividends which, 
in effect, transform surplus into capital. 

The surplus amount is after dividends for the year. The cash divi- 
dends since incorporation are then shown. These dividend figures can 
also be compared to the capital investment and then considered in the 
light of the year of incorporation on the last line. 


iner 
poc] 





ceS 


is, 
en 


tly 
m- 


fed 
ch, 


vi- 
an 
the 


TAXATION OF THE INCOME OF LIFE INSURANCE COMPANIES 295 


(Table 4 is as follows :) 








TABLE 4.—Exvamples of companies selling credit insurance, based on 1957 data 
Company 
Ck Oa l ve 
A B Cc D E 
ea Fotunat RD aid re ba rae? iu 
Premium income $11, 165, 678 | $5,295, 414 | $9, 699, 246 $688, 372 $193, 173 


115 | 


Total gross income____...-- 11, 424 5,317,043 | 9,971,362 | 712,562 | 200, 489 
Expenses other than taxes_ -_-- 5, 655, 703 | 5,265,043 | 6, 131, 525 | 492, 381 43, 686 

Profit before taxes 5, 768, 412 52,000 | 3,839, 837 | 220, 181 156, 803 
Total taxes 151, 532 8, 72: | 87, 545 | 18, 050 | 15, 408 
Estimated Federal tax_- 19, 386 1, 622 | 20, 409 | 1,814 548 
Profit after taxes. _.......... 5, 616, 881 43,277 | 3,752, 292 | 202, 131 141, 395 
Ee ee 200, 000 181,000 | 2,500,000 | 200,000 | 200, 000 
Surplus. 8, 406,455 | 182,510 | 7,893, 565 359, 450 | 273) 245 
Cash dividends in 1957-._- 3, 000, 000 | 107, 300 | 500, 000 | 75, 000 | 100, 000 
Total cash dividends since incorporation. 9, 000, 000 ; : ; - sieteaias 
Percent. of profits to capital . 2, 808 24 | 150 101 xe 71 
Year of incorporation .- 1953 1954 | 1954 1954 | 1953 

| 1 ! 
Company 
F G H I J 

Premium income $3, 835, 947 | $1, 622,633 | $2,806,013 | $1,329,608 | $2,822, 953 
Total gross income. 3, 877, 780 1, 629,979 | 2,897,810 1,362,489 | 2, 886, 023 
Expenses other than taxes 1, 623, 882 912,158 | 1,046, 798 759, 242 | 1, 175, 658 

Profit before taxes. 2, 253, 898 717, 821 1, 851, 012 | 603, 247 | 1, 710, 365 
Total taxes - 39, 889 19, 535 60, 958 9, 037 40, 954 
Estimated Federal tax... 3, 137 551 | 6, 885 | 2, 466 6, 130 
Profit after taxes... 2, 214, 009 698, 286 | 1, 790, 054 | 594, 210 1, 269, 411 
Capital _. 200, 000 | 300, 000 | 300, 000 150, 000 | 500, 000 
Surplus _- 3, 858, 909 | 244, 745 3, 315, 519 1, 026, 070 | 2, 130, 369 
Cash dividends in 1957 1, 300, 000 | 735,000 | 1, 000, 000 | 300, 000 400, 000 
Total cash dividends since incorporation ._. 2, 325, 000 3, 486, 514 | 800, 000 | 937, 000 
Percent of profits to capital __ 1, 107 | 233 597 | 330 | 254 
Year of incorporation -. 1953 1945 1952 | 1954 1953 


Source: Best’s Life Insurance Reports, op. cit. 


Several comments should be made about table 4. 
panies are not licensed in any one State. 
different States. 

Second, while these companies were selected to demonstrate the 
rofit possibilities, it should not be assumed that they are exceptional. 
rhe essential fact is that all life insurance companies receive the profits 
from credit insurance without any significant tax being itedaed 

As suggested by table 3, many companies are entering the field, 
including a number of the larger companies. 

Apparently the question may be asked: Won’t competition reduce 
these profits ¢ 

One answer is that competition has not reduced the profits so far. 

A second answer is that, in many cases, the loan companies and the 
insurance companies are closely associated, perhaps even jointly owned. 

In fact, in some instances, the evidence suggests that the borrowing 
rates have been reduced and the insurance premiums correspondingly 


increased, thereby shifting more of the total profits into the tax-exempt 
pocket. 


First, the com- 
Their home offices are in 
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In any case, competition will not tend to reduce these profits to the 
extent that there is a close tie between the owner of the loan company 
and the insurance company. 

Another question would be how can such relatively small companies 
do such a large business to obtain these profits? One answer is found 
in the short-term nature of the policies and the resultant turnover of 
funds. 

Another answer is that many of the companies merely reinsure their 
policies at customary rates with other insurance companies, thereby 
skimming off a portion of the premiums as the funds Now through. 

The question for you on the subcommittee is, do you want these 
profits to remain tax exempt. 

I have used credit insurance merely as an example of the potential 
significance of underwriting profits. It is important to note that all 
insurance typically involves some underwriting gain. This is due 
primarily to the fact that premiums are based’ on mortality tables 
which have been derived from experience in the 1930’s and which have 
been inflated to indicate mortality somewhat worse than this 
experience. 

For one description of the construction of the mortality table pres- 
ently in most common use, see John S. Thompson, “The Commissioner’s 
1941 Standard Ordinary Mortality Table,” Trans ictions of the Actu- 
arial Society of America, volume XLII, part 2, No. 106, September 
1941, page 329. 

Actual mortality has been better than these tables would indicate 
and is improving. 

Income, there fore, arises from the differences between the premiums 
and the actual claims paid. The extent of this income varies with the 
types of insurance sold, but it typically is present in some degree with 
all policies. 

Aspects of the so-called total income approach: The Treasury 
Department has discussed with you the features of the so-called total 
income approach. This has been changed in name somewhat in recent 
days, but I understand the general approach is roughly the same. 

The tax base under this approach would take into account both 
investment income and underwriting profits and allow deductions for 
all expenses, additions to reserves, and dividends to policyholders. 

We have had some experience with this approach in the past. 
It was used for the taxation of life insurance companies in the early 
days of our modern income tax, specifically from 1909 to 1921. A 
review of that experience may provide some idea as to how effective 
such an approach might be now. 

The characteristics of the tax base then were, with one exc eption, 
almost identical to those which have been mentioned in general form 
by the Treasury. 

Mutual and stock companies were both subject to tax. The tax 

rates were the same as for corporations generally. The rates were 
applied to gross income from all sources—under writing and invest- 
ment profits—less the regular corporate deductions for the expenses 
incurred in the production of income. 

Two special deductions were permitted insurance companies for 
benefits paid to beneficiaries and net additions to reserves. Capital 
gains were subject to tax. 
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For the complete text of the original law, see United States Statutes 
at Large, volume XXXVI, part 1, pages 11, 112 (1909). 

The one significant difference between the tax base and the one 
being mentioned now involves the treatment of dividends to policy- 
holders. The earlier law permitted a deduction only for the “sums 
other than dividends, paid within the year on policy and annuity 
contracts” (ibid., p.113). 

The Internal Revenue Service interpreted this to mean that no 
deduction for policyholder dividends was to be granted (14 Treasury 
Decisions, Internal Revenue (1911), T. D. 1743, p. 134). 

A number of companies challenged this interpretation of the courts: 
Mutual Benefit Life Insurance C ompany V . Herold (198 Fed. 199; 
affirmed, 201 Fed. 918; cert. denied, 241 U.S. "5 5) ; Northwestern Mu- 
tual Life Insurance Company v. F ink (248 Fed. 568; affirmed, 267 Fed. 
968) ; Connecticut Mutual Life Insurance C ompany V. FE aton (218 Fed. 
206) ; Connecticut General Life Insurance C ompany v. Eaton (218 
Fed. 188) ; Prudential Insurance Company of America v. Herold (247 
Fed. 681) ; New York Life Insurance Company v. Anderson (263 Fed. 
527). 

The result of this litigation was that dividends which were left with’ 
a company and applied against future premiums could not be de- 
ducted (see especially Penn Mutual Life Insurance Company v. 
Lederer (247 Fed. 559; 258 Fed. 81; affirmed, 252 U. S. 523) ). 

This treatment obviously led to confusion and dissatisfaction. By 
contrast, the Treasury, in its present suggestions, would grant a full 
tax deduction for all dividends to policyholders, with, I “understand 
now, a minor qualification. 

This would be substantially more generous than the earlier treat- 
ment and would presumably remove the types of problems which 
previously existed. 

Aside from the dividends issue, how well did the total income ap- 
proach work? The answer on the basis of the available evidence, 
seems to be, the approach was amazingly successful, especially when 
it is remembered that the entire income tax was a new concept during 
this period. 

For example, one of the major questions about a total income tax 
base has concerned the treatment of the reserves of the company. 

Yet throughout the entire 11 years that the total income approach 
was used, only 1 district court case involved, as a secondary issue, 
the determination of the reserve deduction (see Mutual Benefit Life 
Insurance Company v. Herold, loc. cit.). 

A few minor issues were also raised which dealt with the difference 
between industry accounting and tax accounting. These were similar 
to questions being raised by other types of companies about the new 
tax. 

These were the only issues that arose. The law was not changed 
in any significant detail during the 11-year period. 

One of the reasons for this success appears to be the fact that the 
Internal Revenue Service did then what the Treasury suggests now, 
place heavy reliance on the books of the companies and the income 
figures which the companies themselves use. 

Life insurance companies were then, as they are now, regulated by 
State insurance commissioners. These commissioners "had then, as 


32951—58——_20 
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they have now, an established, uniform set of accounting statements 
which the companies used. 

These statements indicated, and continue to indicate, the net income 
of the companies. In the 1902-21 period, the Internal Revenue Serv- 
ice and the companies themselves used these statements extensively as 
a basis for deriving the taxable income (see, for example, U. S. 
Bureau of Internal Revenue, Regulations No. 33 (revised 1918), p. 
115). 

It has been suggested that this early experience with a total income 
tax base was a failure and that it was abandoned because of its in- 
herent weaknesses. The only evidence that is adduced for this con- 
clusion are references made in 1921 to the “constant litigation” under 
this approach. This litigation apparently occurred almost entirely 
as a result of the dividends issue, and this issue would be removed 
in the suggestion currently made by the Treasury. 

Hence, the earlier litigation would not appear to be a sufficient 
reason for dismissing the total income concept. In fact, with the 
perspective of experience, we can now ask the question: Have any of 
the alternatives adopted since 1921 proved to be as satisfactory as the 
original approach ? 

The CHarrman. Professor Moor, I want to thank you again for 
taking time from your regular duties in the department of economics 
at Williams College to come to the committee with this information. 

Are there any questions ? 

Mr. Mason. Mr. Chairman, I would say that this additional in- 
formation is all the more valuable to the committee because it comes 
from an impersonal source and not what might be termed a biased 
source. 

The Cuamman. Are there any further questions ? 

If not, thank you again, Professor Moor. 

(Further discussion of data presented by Mr. Moor will be found 
on pp. 372-374.) 

(The following material was received by the committee :) 

LiFE INSURANCE ASSOCIATION OF AMERICA, 
New York, N. Y., November 20, 1958. 
Mr. Leo H. Irwin, 


Clerk, House Ways and Means Committee, 
House of Representatives, Washington, D.C. 


Deak Mr. IRwin: During the hearings on the taxation of life insurance com- 
panies, the characteristics of the policyholder dividends were discussed by various 
witnesses. The courts have considered this question and I hope that the attached 
memo can be included in the record. The two cases mentioned are the only ones 
that we have found which are directly in point. They make it clear that the 
excess payment in a mutual company represents, not profits or receipts, but an 
overpayment to which the policyholder is equitably entitled; that he is entitled 
to have his insurance at cost having paid more than its cost. When policies 
become paid up, however, the rule announced by the Supreme Court in the Penn 
Mutual case would treat future dividends as income under the Revenue Act of 
1913. 

Sincerely, 
EuGENE M. THorb, 
Vice President and General Counsel. 


There are sound reasons for excluding from gross income the dividends paid to 
policyholders on participating insurance. In essence these dividends represent 
returns to the policyholders of overpayments in premiums. The policyholders in 
a mutual company ultimately receive their insurance at cost. Since the company 
cannot foretell what the cost will be, the premiums charged must be based on a 
series of assumptions—assumptions as to mortality, as to operating expenses, 
and as to investment income. In making these assumption, the mutual company 
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deliberately add margins of safety—resulting in premium rates in excess of re- 
quirements—because such a company has no other capital to rely upon in the 
event of unusual contingencies. As experience permits, this excess in premiums 
is returned to the policyholders in the form of dividends. Consequently failure 
to exclude such dividends from gross income would result in taxing premium 
increments which are not in reality income to the company because they are ulti- 
mately returned to the policyholders. 

This principle has been frequently recognized and explained by the Federal 
eourts. For example, in Mutual Benefit Life Insurance Co. v. Herald (198 Fed. 
199 (D. C. N. J. 1912), aff’d 201 Fed. 918 (C. A. 3, 1913), certiorari denied 231 
U. 8. 755), the district court, in holding that dividends paid by a mutual com- 
pany and used to reduce subsequent premiums were not “income” to the com- 
pany within the meaning of the Corporation Tax Act of 1900, said (at pp. 
204-205) : 

“The true situation, however, is this: The policy is issued at a fixed premium, 
as determined by the company’s table of rates. That stipulated premium cannot 
be increased, but may be lessened annually by so much as the experience of the 
preceding year has determined it to have been greater than the cost of carrying 
the insurance, and the difference between the amount of the stipulated premium 
and the cost of carrying the risk constitutes the so-called dividend. This differ- 
ence, however, is not in any real sense a dividend. The term as used is technical 
and well understood in insurance circles, and as so understood has a widely dif- 
ferent signification from that ordinarily attached to the word “dividend.” It 
operates, as already stated, merely to abate or reduce the stipulated premium 
ealled for by the contract of insurance, to the extent and for the reason that it 
has been determined by experience that the policyholder paid for his insurance 
during the preceding year more than it actually cost the company to carry the 
risk. This excess payment represents not profits or receipts but an overpay- 
ment—an overpayment because, being entitled to his insurance at cost and having 
paid more than it cost, he is equitably entitled to have such excess applied for 
his benefit.” 

In Penn Mutual Life Insurance Co. v. Lederer (252 U. S. 523 (1920)), where 
it was held that cash dividends on paid-up policies which were not used in 
payment of premiums (as distinguished from dividends which were so used) 
should be included as income under the provisions of the Revenue Act of 1913, 
the Supreme Court said (at pp. 525-526) : 

“In a mutual company, whatever the field of its operation, the premium exacted 
is necessarily greater than the expected cost of the insurance, as the redundancy 
in the premium furnishes the guaranty fund out of which extraordinary losses 
may be met, while in a stock company they may be met from the capital stock 
subscribed. It is of the essence of mutual insurance that the excess in the 
premium over the actual cost as later ascertained shall be returned to the policy- 
holder. Some payment to the policyholder representing such excess is ordinarily 
made by every mutual company every year; but the so-called repayment or 
dividend is rarely made within the calendar year in which the premium (of 
which it is supposed to be the unused surplus) was paid.” 


Our next witness is Mr. George T. Conklin, Jr. 
Mr. Conklin, for purpose of this record, will you please identify 


yourself by giving us your name, address, and capacity in which you 
appear ? 


STATEMENT OF GEORGE T. CONKLIN, JR., VICE PRESIDENT, 
FINANCE, THE GUARDIAN LIFE INSURANCE COMPANY OF 
AMERICA 


Mr. Conxuin. My name is George T. Conklin, Jr. I am vice presi- 
dent, finance, of the Guardian Life Insurance Company of America, 
New York City. The question which I would like to discuss with the 
committee is whether life insurance companies should be subjected to 
a capital-gains tax and on what basis. 

The basic considerations to which I shall address myself are: (1) 
Do life companies have capital gains in the true sense of the term? 
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(2) How much revenue would a capital-gains tax produce if applied 
to life companies? and (3) Would such a tax produce greater equity 
in the distribution of the tax burden ? 


CHARACTERISTICS OF LIFE INSURANCE COMPANY INVESTING 


In replying to these questions it will be helpful to review (1) the 
important characteristics of life insurance company investing; and 
(2) the nature of life insurance assets. These matters are fundamen- 
tal to an understanding of whether it is sound to tax the capital gains 
of life insurance companies. 

In the first place, I would like to point out that life insurance com- 
panies are long-term investors in the true sense of the word. This is 
because of the fact that life insurance policies and annuity contracts 
are long-term contracts in many cases extending over generations. 

Moreover, these investments are made with the primary objective 
of income in mind, and not for speculative purposes. The dominant 
consideration I would like to stress is income. 

The funds received by life companies are invested immediately at 
the prevailing interest returns. In their investments, life insurance 
companies are not traders of securities in the slightest sense—our 
investments are made for the long-term to produce income. 


Another important characteristic of life insurance investing is the. 


heavy cash flow each year as compared with the increase in assets. 
The net income of life companies exceeds disbursements as a normal 
thing, and in addition the companies have a large cash flow from 
mortgage amortization and other mortgage payments, as well as 
bond maturities and sinking fund payments on bonds, to mention 
the principal sources. Studies made by the Life Insurance Associa- 
tion of America indicate that in recent years the cash flow to life 
insurance companies has been approximately double the net increase 
in assets. It is because of this great liquidity that life companies 
seldom have need to liquidate investment holdings. Instead, and 
contrary, they have a continuous investment problem of putting their 
new money to work. 

Whenever money comes in it is put to work and it is a pressing 
problem at all times. It is because of the great cash flow, moreover, 
that life companies can make investments that are largely nonmar- 
ketable—particularly mortgages and direct placements of corporate 
bonds. 

Life insurance company investments are strictly regulated by the 
States. For the most part, life companies are limited by State law 
to the purchase of fixed-interest bearing obligations—particularly 


high-grade bonds and mortgages. Approximately 51 percent of life: 


company assets are invested in high-grade bonds. These are bonds 
of industrial corporations, public utilities, railroads, the United States 


Government and State and local units. Approximately 50 percent of 


these bonds are direct placements which have no ready market and 
are held almost entirely to maturity. 
Another large block of our assets are mortgages, approximately 35 


percent in amount. These are FHA and VA mortgages, as well as: 
uninsured mortgages on homes and business and industry. Under: 
the State law, the uninsured mortgages are generally restricted to two-- 
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thirds of the value of the property. The mortgages, like direct place- 
ments, have no ready market and are, of course, characteristically 
held to maturity or prepayment unless they become delinquent and 
foreclosure is necessary. Foreclosed mortgages, as I need hardly tell 
you, nearly always involve losses. ‘ 

In addition to bonds and mortgages, the life insurance companies 
today hold 1.6 percent of their assets in preferred stocks which also 
are fixed-interest bearing. The prices of preferred stocks move, there- 
fore, in response to interstate changes. In addition, 8 percent of assets 
are cash, policy loans, and miscellaneous other assets. The common 
stocks held by life insurance companies amount to 1.4 percent of assets 
and real estate to 3 percent. Thus, over 95 percent of the assets of 
life insurance companies are fixed income in nature. Common stocks 
and real estate amount to less than 5 percent. 

Against this background, I would now like to consider the ques- 
tion: Do life companies have capital gains in any true sense? The 
answer is that they do not, except to a minor extent. As noted, 
nearly all of the life company investments are fixed-interest obliga- 
tions—bonds, mortgages, and preferred stocks. In the case of bonds, 
existing tax law requires that when a bond is purchased at a discount, 
e. g., the amount of the discount is treated as taxable income accru- 
able over an agreed period. Likewise, in the case of bonds purchased 
at a premium, the premium is treated as a deduction from taxable 
imcome. As a result, practically all of the capital gains and losses on 
bonds which are amply secured and thus amortizable are accounted 
for as ordinary income in the law already. This minimizes the effect 
of capital gain and loss aspects for life insurance companies. 

The market value of fixed-income obligation is, of course, the re- 
flection of interest rate changes. A period of rising market prices of 
these obligations would be one in which interest rates generally were 
declining. Accordingly, a life company selling holdings of these 
obligations would realize capital gains in a period of rising market 
prices, but it would be compelled to reinvest the funds at the lower 
interest rates. And in doing so would actually suffer a loss. 

I would like to point out a specific example of that. Suppose we 
take a million-dollar investment that a life insurance company might 
have made to yield 4% percent bought at par, a 414-percent coupon 
at par, which would yield the insurance company $45,000 in income. 

Now let’s assume that interest rates decline to 234 percent. Just 
make that assumption. Well, the price on this 414-percent invest- 
ment that we have made, assuming it were not callable, probably 
would go to a level, say, 126. This would certainly on the surface 
superficially look as though we had a capital gain of $260,000 on an 
investment of a million dollars. Actually the real fact of the matter 
is we had a significant loss, because we would have to turn around 
and reinvest this $1,260,000 now at the lower interest rates prevail- 
ing, 234 percent, and we would receive now an income on the total 
amount of only $35,000. 

In other words, as a result of this so-called capital gain, this 
illusory capital gain, our income which is the significant factor in life 
insurance investment, would have gone down from $45,000 to $35,000. 
This is so significant to a life insurance company that this is the rea- 
son why we try in all ways to protect ourselves from having our in- 
vestments called in periods of declining interest rates. 
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So, from the viewpoint of interest return and maintaining policy 
reserves, a capital gain on bonds or any fixed-income obligations 
would not constitute : areal gain. It w ould definitely be unsound and 
inequitable to tax a life company for a capital gain of this type. Life 
companies normally hold bonds and mortgages to maturity anyway, 
but they would certainly do so if a capital gains tax was levied and 
they were required to invest the proceeds of the securities sold at a 
lower interest rate. Only during a period of heavy refunding by 
borrowers, when securities would ‘be taken aw ay from life companies 
involuntarily, would capital gains be likely to arise. To tax such 
gains would be most unfair because they would have to be reinvested 
at lower interest rates. In the case of fixed-interest obligations, when 
interest rates rise the prices of such obligations decline. This is the 
type of situation in which life companies would be encouraged to dis- 
pose of fixed interest obligations. When interest rates rise the prices 
of such obligations decline. This is the type of situation in which 
life companies would be encouraged to dispose of fixed-interest obli- 
gations, even at a loss, in order to raise funds to take advantage of 
new higher rates. If we just for a minute examine the nature of the 
fixed income obligation, we see that by its very nature all the investor 
is entitled to is to get his money back plus interest. We buy the bond 
as an investment. All we are entitled to as a matter of that contract 
is to get our money back plus interest. 

Now for any permanent investor over any period of time, there, 
therefore, can be no question of capital gain on this tax of investment. 
There can only be over a long period of time cases of capital loss, 
because, for example, if we invest in a company in bonds and the 
company is very successful and prosperous, profitable, all we get back 
is still our principal plus interest, but if the company should be a 
failure or get into difficult times and have to reorganize, then we suf- 
fer and there are often capital losses, as I need not point out. 

Accordingly, a capital-gains tax as applied to bonds and mortgages 
or any other type of fixed-income investment held by life insurance 
companies makes little sense as the term “capital gains” is ordinarily 
employed. Capital gains in the true sense just do not arise on bonds 
and mortgages for the life insurance company investor. It is only 
when we turn to rea] estate and common stock holdings of life com- 
panies that capital gain possibilities in a real sense exist. 

First, let us take the case of common stocks. As noted e: arlier, they 
represent 1.4 percent of life insurance company assets. Common 
stock holdings are comparatively minor for life companies because 
of traditional investment policies, restrictive State laws, and the re- 
quirement that common stocks must be valued at year-end market 
price. With respect to the latter, valuation at market price is highly 
important because of legal limitations on life company surpluses. In 
New York State, for example, surplus is limited to not in excess of 
10 percent of liabilities. The effect of this valuation requirement, 
along with the other factors mentioned, is to circumscribe investment 
in common stocks, because you have to carry them at market and the 
surplus that you can accumulate to offset fluctuation is very limited. 
Therefore, of its very nature you cannot invest heavily in common 
stocks. 
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The Life Insurance Association of America has made a study of 
realized capital gains by life-insurance companies on their holdings of 
common stocks. This study covered 18 major life companies holding 
75 percent of total life-insurance assets and 65 percent of the common 
stocks. It covered the period 1929-57. During this period, these com- 
panies had net capital gains in 15 years and net capital losses im the 
remaining 14 years. For the entire period as a whole, the net capital 
gains, after deducting the capital at amounted to $113 million, or 
an average of only $4 million per yea 

In the 10-year period 1948-57, in ‘whic h there has been only 1 year 
of capital losses, the total net capital gains on common stocks of these 
18 companies amounted to $119 million, or about $12 million per year. 
It is thus apparent that the realized capital gains on common stocks 
held by life-insurance companies have been small in amount. 

Furthermore, I would like to point out that these realized capital 
gains took place in a period when capital gains were not subject to 
taxation. It would be unrealistic to assume that given the same cir- 
cumstances it would have been anywhere near this size because invest- 
ment policies of life insurance companies would have been changed 
to reflect the capital-gains tax. 

In the first place, many of the gains would not have been taken— 
companies have been frozen in—which I think would have been a very 
undesirable factor. Secondly, to the extent that the gains were taken 
they would have ben offset by policy, by taking ec: pital loss on their 
fixed securities. 

Today, for example, with the heavy depreciation of existing fixed- 
income holdings as a result of rising interest rates, the extent of which 
has already been testified to before, the capital gains on stocks would 
definitely as a matter of investment policy be wiped out by sales of 
fixed-income securities at a loss. 

The other type of investment held by life companies on which it 
would be possible to realize capital gains in the true sense is real estate. 
As noted, real-estate holdings by life companies amount to only 3 per- 
cent of assets. These properties have been purchased to yield income. 
The great bulk of such holdings is not real estate in the ordinary sense, 
but rather is comprised of a very large percentage of purchase-lease 
transactions. They consist of properties which are leased under long- 
term to corporé ations with options for renewals which tie the pr oper- 
ties up sometimes for as long as 80 or 90 years, and, therefore, this is a 
fixed-income type of investment that is almost ex: retly akin to invest- 
ment in bonds. 

There are no figures available on capital gains or losses on real es- 
tate, but it seems highly doubtful that there have been net capital gains. 
If there have been any, certainly they have been small. 

Hence, in response to the questions which I raised in the beginning, 
life-insurance companies realize capital gains to only a minor extent in 
the accepted use of the term, and such capital gains as are realized can 
easily be offset by capital losses. Consequently, it is almost certain 
that the revenue produced by a tax on capital gains of life companies 
would be negligible or nonexistent, except in the one case of a sharp 
decline in interest rates and a wave of refunding, under which circum- 
stances any tax on such illusory capital gains would be extremely harm- 
ful to the industry and manifestly inequitable. 
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In conclusion, if it is nevertheless decided to subject life insurance 
companies to a capital-gains tax, the basis for determining gains or 
losses should be the amortized value on bonds or the market value on 
stocks on the effective date of the law. This would be in keeping with 
the spirit of the legislation considered by Congress in 1941 (H. R, 
7378)—the last time a capital-gains tax was considered for life in- 
surance companies. 

The CuairmMan. Does that complete your statement ? 

Mr. Conxiin. That concludes my statement. 

The Cuarrman. Without objection, Mr. Conklin, you and all other 
witnesses have permission, however, to extend your full text in the 
record of the hearing in the event you leave out any part of it. 

Mr. Conxurn. Thank you. 

The Cuarrman. Are there any questions of Mr. Conklin ? 

If not, Mr. Conklin, we thank you, sir, for coming to the committee 
and giving us the benefit of your views. 

Our next witness is Mr. Millard Bartels. 

Mr. Bartels, we recall your appearances in other hearings before 
the committee ; but, for purposes of this record, will you identify your- 
self by giving us your name, address, and capacity in which you 
appear ? 

Go right ahead, Mr. Bartels. 


STATEMENT OF MILLARD BARTELS, CHAIRMAN, INSURANCE 
EXECUTIVE COMMITTEE, TRAVELERS INSURANCE CO., HART- 
FORD, CONN. 


Mr. Barres. My name is Millard Bartels. I am chairman of the 
insurance executive committee of the Travelers Insurance Co., of Hart- 
ford, Conn. 

In order to limit any qualifications, I should say that I am also gen- 
eral counsel of the company. 

I agree with the statement submitted by Claris Adams that a pure 
form of total income taxation of life insurance companies would be 
unworkable and would be seriously discriminatory in its impact on 
the business. 

However, if stock life insurance companies are to be taxed on any 
total income basis, which of course includes premiums and investment 
income, certain adjustments should be allowed that have not recently 
been granted because of the nature of the plans which have taxed the 
companies on their investment income only. Generally speaking, 
credits, exclusions, and deductions that are allowed to stock insurance 
companies other than life and to their stockholders should be avail- 
able to stock life insurance companies and to their stockholders. This 
should be so even though the total income philosophy is not the sole 
test for determining taxable income; it should be enough that total 
income constitutes a substantial factor in measuring such taxable in- 
come. ; 

Three of these deserve special comment. The first is the dividends 
received deduction which is allowed to all corporations taxed under 
the general corporate method. The second is the exclusion and divi- 
dend received credit available to individual stockholders. The third 
involves the right of affiliated companies to make a consolidated return 
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where the group makes up a single business enterprise conducted by 
means of separate corporate entities. 

The dividends received deduction permits corporations to deduct 
from income 85 percent of dividends received from domestic corpora- 
tions which are taxed under the code, subject to a limitation of 85 
percent of taxable income. From 1917 to 1935 corporations were al- 
lowed to deduct such dividends in full. The justification was that 
such treatment avoided the imposition of two or more corporate taxes 
on the same earnings. The 100 percent deduction was reduced to 90 

reent by the Revenue Act of 1935 and to 85 percent by the Revenue 
Act of 1936. 

Life insurance companies were entitled to the dividends received 
deduction the same as other corporations down through the years 
until the enactment of the 1956 Life Insurance Company Tax Act. 
Even then it continued to be allowed as to nonlife income and also 
where the reserve deduction was limited. The House Ways and Means 
Committee’s explanation for this action was as follows: 

The deduction for dividends received on corporate stock held for the life 
insurance business is denied on the grounds that the life insurance company 
already gets at least an 85 percent deduction on this income. 

The 1956 act imposed a tax on net investment income with a global 
deduction of 85 percent for reserve requirements. Whatever might be 
said for disallowing the dividends received deduction in full to cor- 
porations taxed on such a global basis, the full credit should be allowed 
to a stock corporation taxed on the result of its own business expe- 
rience under a total income approach. 

The purpose of this credit is to avoid the imposition of two or more 
corporate taxes on the same income except as to the overlapping 15 
percent. All other corporations subject to tax on the corporate basis 
enjoy the benefit of this deduction. Dividends received by any corpo- 
ration merge into its gross receipts and are singled out only for the 
purpose of determining its taxable income. 

It is irrelevant whether such dividends are in effect used to meet 
operating expenses, to acquire equipment, to pay dividends to share- 
holders or to pay interest on corporate debt. A business corporation 
does not have its interest deduction reduced because of the receipt of 
dividends nor does it have its dividend received deduction reduced be- 
cause the dividends giving rise to the deduction may go in part to 
pay interest. The reserve deduction of a stock life insurance company 
ls comparable to the deduction for interest accrued which is allowed to 
other taxpayers without reduction of the dividends received deduction. 

Competitively, a stock life insurance company needs the 85 percent 
dividends received deduction to make up in part for any right of a 
mutual life insurance company to deduct dividends to policyholders. 
The policyholder in a mutual company plays a dual role. As a con- 
tract holder he is a creditor of his company, or becomes such in certain 
States ; as a member of the company he is a shareholder entitled to his 
pro rata share of profits distributed along with premium savings in 
the form of policyholder dividends. 

A mutual company may obtain a 100-percent deduction by distribut- 
ing these earnings as dividends to policyholders subject, of course, to 
whatever limitations might be imposed on such distributions. A total 
income plan, in pure form, would give the management of a mutual 
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company considerable discretion in determining what part of divi- 
dends received should be subject to tax. 

Much that has been said bears out also the right of individual 
stockholders of a life insurance company to be treated like stockholders 
of other companies with respect to corporate dividends received by 
them. Apparently, the philosophical basis for the imposition of 
incom taxes on corporations originally rested on the theory of collec- 
tion at source on taxable income allocable to shareholders. From 
1913 to 1936 individual stockholders were allowed to deduct dividends 
received in computing income subject to normal tax. The theory was 
that the corporation paid the normal tax on the interest of the share- 
holder and the shareholder should not have to pay normal tax on divi- 
dends distributed from such taxed profits. 

Between 1936 and 1954 corporations were taxed as entities com- 
pletely distinct from their stockholders who had to pay taxes on all 
dividends received. Then in 1954 stockholders were permitted to 
exclude the first $50 of dividends received and were also given a 
4-percent dividend-received credit. Here again was an effort to reduce 
somewhat a substantial double tax. Because stock life insurance 
companies were taxed on a different basis from that applying to most 
companies, their stockholders were not given these benefits. This 
should be corrected under any total income approach. 

I might say here that we have listened to many witnesses describe 
the policy holder as a person entitled to consideration. I think we 
should also regard the stockholder of a life insurance company in the 
light in which some of us see him. 

As of this last year end the Travelers Insurance Co. had some 30,000 
stockholders. Thirty percent of those held less than 5 shares, two- 
thirds or less held less than 50 shares, and in the 3 percent above that 
are very substantial holdings in mutual funds, endowment funds and 
investment operations, which in effect are ways of savings, so I would 
submit to you, gentlemen, for consideration the thought that the man 
who is planning for his possible widow and children owning shares of 
stock in a life insurance company may be the very same man we are 
talking about as a policyholder. 

Another area in which change should be made in connection with 
the adoption of a total income basis relates to consolidated tax returns 
for insurance companies. A growing number of affiliated groups of 
insurance companies write life, casualty, fire, and marine insurances. 
If all of these are subject to tax on substantially the same basis they 
should be eligible for treatment in a consolidated return to be effected 
by affiliated ‘corporations in accordance with the provisions of the 
code applicable to corporations generally. 

At the moment the definition of “includible corporation” excludes 
a stock life insurance company from such an affiliated group, pre- 
sumably because in recent years it has been subjected to tax in a man- 
ner substantially different from the general corporate basis. 

Even though the net income of each of the several affiliates is deter- 
mined in somewhat different ways, it is possible and reasonable to al- 
low each to determine its taxable income and with adjustments now 
recognized for all corporations to determine a consolidated taxable 
income. 
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The Treasury has suggested a 10- or 20-year carryback of net oper- 
ating losses in its various letters and messages to this committee as a 
way of recognizing the long-range experience of a life insurance com- 
pany under a total income approach. In the first place, this pro- 
posal does not permit adjustment of capital losses which during the 
big depression constituted the chief threat to the solvency of life in- 
surance companies, and reference has already been made today to the 
effect of certain conditions on the bond market, which has the same 
effect. For this risk, a company should be allowed to deduct realized 
capital losses from income or, alternatively, to establish a bad debt 
reserve. 

The history of the net operating deduction shows that it is exceed- 
ingly unreliable because it has proved to be susceptible to change under 
a variety of political and economic situations. It was first allowed 
in 1918 in the form of a 1-year carryback and a 1-year carryover and 
was then available to life insurance companies. 

In 1921 a 2-year carryover was allowed and no carryback. This 
also was available to life insurance companies. In 1933 the net oper- 
ating loss deduction was abolished, presumably because of the de- 
pression which caused a sharp decline in Government revenues. The 
deduction was reinstated in 1939 and allowed a 2-year carryover which 
also was allowed to life insurance companies. Then in 1942 the law 
provided a 2-year carryover and a 2-year carryback but repealed the 
net operating loss deduction as to life insurance companies. In 1950 
the law was amended to provide a 1-year carryback and 5-year carry- 
over. In 1954 the carryback was extended to 2 years and the carry- 
forward cont nued at 5 years. In 1958 the carryback was increased to 
3 years. Such variations do not generate confidence in this idea as a 
protection against insolvency. 

The life insurance business is seriously exposed to losses in connec- 
tion with long-term commitments at rates, many of them guaranteed, 
which assume certain expenses, mortality and interest earnings. Polit- 
ical and economic conditions can have a serious effect on these assump- 
tions and the same conditions might well produce a pressure to alter or 
repeal carryback provisions. 

if I may, Mr. Chairman, I would just like to comment on one phase 
of the report by the Treasury which we received here Monday. It 
called attention on page 8 to the need for equitable treatment of com- 
panies which have different reserves on the toeing in of any total 
income approach. 

To be specific, a paragraph on page 8 says this: 

Another adjustment which appears to deserve favorable consideration is one 
which would take account of deficiency reserves in existence on the effective date 
of the suggested plan. These particular reserves may be considered equivalent 
to an allocation of previously accumulated surplus, and in this light their recovery 
back into surplus would not constitute current earnings which should be subject 
to tax. 


I would like to submit that there is a much larger area that needs 
serious consideration if we are to weigh seriously the total income ap- 
proach and hold it apart. The imposition of a total income basis for 
taxing stock life insurance companies without making provision for 
different reserve levels which may have been established in accordance 
with management policy prior to the adoption of this taxing principle, 
would result in unfair discrimination between companies. 
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Assume two companies with exactly the same business experience 
up to the time of adoption of a total income approach. Each is a stock 
company with the same liabilities and assets, the same income and dis- 
bursements. One has reserved its business in accordance with law on a 
preliminary term basis, in accordance with management policy. The 
other has reserved its business on a net level basis which is roughly 
about 7 percent higher in accordance with management policy. This 
reduced its surplus by about 7 percent of reserves. The first company 
left the 7 percent of reserves in company surplus so that in this theo- 
retical comparison the policyholders of each company are equally pro- 
tected. 

One simply has it in surplus and one has the same amount in reserves. 

The imposition of a total income basis for taxing these two com- 
panies would result in tax payments by the net level premium company 
on the 7 percent of reserves when such reserves emerge, while the pre- 
liminary term company would have no tax on the 7 percent of reserves 
left in surplus. 

This problem among mutual companies can be largely controlled by 
means of dividends to policyholders to the extent that these are de- 
ductible from income. Among stock companies, however, some form 
of standardization would be desirable so that those companies which 
have reserved more than is required by law at the expense of surplus, 
should be allowed to recover without tax some of these funds in fair- 
ness to the stockholders of the companies concerned. 

I would like with your permission, Mr. Chairman, to have that com- 
ment added to my statement and include it with the other remarks. 

The CuarrMan. Without objection it will be included. 

Does that conclude your statement ? 

Mr. Barrens. Yes. 

The Cuarrmman. Are there any questions ? 

Mr. Baxer. I have a question. 

The Cuarrman. Mr. Baker will inquire. 

Mr. Baxer. Mr. Bartels, referring to page 4 of your statement be- 
ginning with the fifth line, you say : 

The policyholder in a mutual company plays a dual role. Asa contract holder 
he is a creditor of his company; as a member of the company he is a shareholder 
entitled to his pro rata share of profits distributed along with premium savings 
in the form of policyholder dividends. 

It is apparent from that statement that you do not subscribe to the 
theory in the statement of mutual companies, whatever effect it might 
have on tax legislation, that dividends paid out by mutual companies 
are solely premium refunds. 

Mr. Barrexs. I do not subscribe to that. 

Mr. Baxer. I wish you would elaborate. I think it is an important 

oint. 

Mr. Barres. I might say that I have already disqualified myself 
as an actuary, so I will have to talk in my own humble way about 
the problem. 

First, I would think that most mutual companies themselves would 
admit that policyholders’ dividends contain some investment income. 
How much and whether that is admitted depends on which theory 
you wish to adopt. I need not remind this committee that theories are 
a dime a dozen when it comes to this particular area. We have had 
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one theory that all expenses of a mutual operation are charged against 
investment income. Some of us can’t accept that theory. My own 
particular company believes that we have an underwriting operation 
and we have an investment operation and expenses which we feel relate 
to underwriting activities. Obviously such things as commissions, the 
tax on the premium, and things of that sort relate to the underwriting 
side of the business. Those expenses are charged to the underwriting 
art of the business. 

On the investment side, we incure expenses and those are deducted 
from our investment earnings. As a matter of fact, the present tax 
law recognizes that distinction and permits you to arrive at net in- 
vestment income only by deducting those expenses which are reason- 
ably attributable to investment earnings. On that kind of hypothesis 
and theorization, and in view of the reserve requirements of the com- 
panies and a number of other factors today, it seems reasonable that 
most mutual life insurance companies would have investment earnings 
which were coming out to policyholders along with the return of the 
capital deposit. That is a layman’s approach to the problem, but that 
is my own belief. 

Mr. Baxer. To give you another layman’s approach to it, I have 
always been proud as a mutual policyholder that I was a part of the 
company and I never felt that I was just getting back premium re- 
funds, but that I was sharing in the earnings of a wonderfully con- 
ducted enterprise. However, if this testimony here from the mutual 
companies is correct, I am completely disillusioned, that is, with all 
the money you get back they just charge a higher premium for merely 
writing insurance, then pay that premium and that is every dime you 
get back. Then we are certainly not a member of a mutual company. 
That is my opinion. 

That is all I have. 

The Cuarmman. Are there any further questions? 

We thank you, Mr. Bartels, for coming to the committee and dis- 
cussing this subject with us. 

Our next witness is Mr. Robert Dineen. 

Will you identify yourself, please, sir, by giving your name, address, 
and capacity in which you appear. 


STATEMENT OF ROBERT E. DINEEN, VICE PRESIDENT, NORTH- 
WESTERN MUTUAL LIFE INSURANCE CO., MILWAUKEE, WIS., 
ACCOMPANIED BY CHARLES G. GROESCHELL, COMPTROLLER 


Mr. Dineen. My name is Robert E. Dineen. I am the insurance 
vice president of the Northwestern Mutual Life Insurance Company 
of Milwaukee, and I am speaking for that company. I am a lawyer 
by education, although I have not worked at it for 15 years. 

After early experience with the Aetna Life Insurance Co. and the 
Lumber Mutual Casualty Insurance Company of New York, I spent 17 

ears as a trial lawyer, specializing in insurance litigation of all kinds. 

his was followed by a 7-year hitch as superintendent of insurance of 
New York, which included a year as president of the National Associa- 
tion of Insurance Commissioners. I have been with the Northwestern 
as an executive for 8 years. 
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I might say that during my tour of duty in the insurance department 
in the Northw estern I have not been concerned with the theor y or the 
evolution of Federal taxation. It seems to me that I spend most of my 
time dealing with the results of it, so I make that qualification at the 
outset. 

Now, in the preparation of this statement I have drawn liberally 
upon the services of the technicians in our company, and the gentleman 
on my left is Mr. Groeschell, who is an actuary and the company’s 
comptroller and the man who gets up our balance sheets and deals 
with the details of the tax picture. 

Mr. Chairman, at the outset I would like to state that we believe 
that the combination plan suggested by the Treasury and advocated 
by Mr. Deane Davis seems to have real possibilities as a solution for 
this vexatious problem and warrants the most careful consideration by 
your committee. 

I would like to say that we sort of agree with the 26 mutual com- 
panies. We wish the taxes could be lower, but we think asa practical 
proposition you men have a problem on your hands—you have to raise 
revenue—and in announcing that this plan has possibilities we do it 
with the full recognition th: at we mi: iy have to pay more taxes. . 

I want to be perfectly forthright about that at the outset. 

I would like to make one qualification of this, and that is that in 
discussing the combination plan I will have to say in complete honesty 
that we are rather cool on starting from the 1950 tax. We like this 
reevaluation concept, and the thing about the 1950 tax thing that 
frightens us is this, if I may just take a second on it: We have had a 
very unhappy experience in our company in our pension trust business. 

You heard Mr. Hogg this morning giving you some figures. I can 

say that in our own company our volume of pension trust business since 
1953 has fallen off 46 percent. 

Now, we do not say that it is due entirely to the tax picture. That 
would not be truthful. I think, apropos of the question Mr. Curtis 
raised this morning, it has to do with the common-stock picture. We 
use individual policies. ‘The question of expenses enters into it from a 
competitive standpoint, but it is a fact that the tax picture on that 
has hurt us and I would put it to you in very elementary terms. In 
my job in the company the agents who are out competing for this 
business come and tell me their tale of woe and, put in very simple 
language, when they get in competition on one of these sizable cases 
with the trust companies or with the consulting actuaries, they get 
a very simple story. In plain English, the point is made by the com- 
petition. “You are a chump to deal with a life insurance company. 
If you deal with us you save 2 percent premium tax and you save a 
7Y%-percent investment return.” That is an awful tough thing for 
an agent to compete with and I make the point that that tax differential 
has had a bearing on the shrinkage of this business. 

In other words, I am not discussing this with you as a theory. I 
am discussing it with you as a fact as to what our figures show so that 
we are conscious of what the tax implications are in terms of cost and 
consequent loss of business. 

To go back, in citing our experience with the pension trust business, 
that was to make the point that tax costs are a factor. It also enters 
in, I think, and could enter in increasingly in terms of our competition 
for business. 
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I read the records of previous hearings before I came so I should 
not belabor the points that you have heard so often, but you—the 
Government—do not get too much money taxwise out of the term 
business or out of the group business. You are getting revenue largely 
because of permanent life insurance which is a form of saving. 

Our agents go out and sell permanent insurance. It is sold upon 
the basis that you are saving money in using the vehicle of life insur- 
ance as well as getting protection, so when we get into that area we 
are competing with other mediums of sav ing. 

I noticed that at a hearing when Mr. Guest was here a year ago he 
gave you people some figures in which he translated this tax cost into 
a premium tax and then I discovered that he did it yesterday when 
I was not here. However, he took this 1950 law and our actuaries 
tell me the figures would be about the same for us, and that would 
run into, in terms of a premium tax, 8.72 percent. You put a 2-percent 
premium tax on top of that and it is 10.72. If you are trying to get 
some man to save money with you and he understands that $10. 72 of 
every $100 is going to be scooped off for taxes—I realize there are some 
other offsets—he is going to have a very powerful argument to put 
his money with some other savings medium, and I gave you a classical 
illustration in connection with the pension trust business. 

I come from Milwaukee and those Milwaukee Germans are mighty 
thrifty. Our savings and loan business in the county is really boom- 
ing. They are getting money coming in from all over the country. 
The reason is that the Milwaukee sav ings and loan associations are 
paying 4 percent and most of the others are paying 314 percent. That 
shows what a half percent spread can do in attracting people who 
want to save money. My notion about this, not as any expert on tax- 
ation but just as a fellow who deals with the people in the market place, 
is this: I think when you get this tax up that high, it becomes burden- 
some and I think it would have the effect of discouraging saving in this 
area in which you people have the responsibility of getting the most 
tax that you can get. 

So I leave that idea with you. 

I think that the cost could get so high that you could run into the 
law of diminishing returns. 

So much for those two points. 

Now I want to discuss, returning to my prepared statement, a ver 
much narrower facet of the problem, and that is an area in which 
we ask you to give special consideration. It is the question of (1) 
individual annuities, (2) settlement options, and (3) dividend accumu- 
lations, and I know from reading previous rit Na that you have 
heard these arguments before. 

I think it would be an imposition on my part to restate them here 
today and take your time. I will do one thing. I will translate it 
into terms of our own operation. 

In the Northwesern, where a high percentage of our beneficiaries 
utilize the options—20 percent of our assets are used to support these 
operations. In dollars, the figure amounts to approximately $750 
million. Only 21 United States companies have total assets larger 
than this particular amount that we use in this particular area. 

I was admonished, Mr. Chairman, before I came here not to tug at 
the congressional heartstrings by talking about the widows, but: I have 
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to be accurate with you; as my statement shows, the great majority of 
the checks that we send out in this area, about 3,000 a day, aver 
$100 apiece and they go to the retired, to widows and children of 
deceased policyholders. 

To paraphrase the advertising copy of one of our competitors this 
is living life insurance at work—and in the great majority of cases 
these payments are subject to individual income taxation. 

At present interest rates, the investment income on this money 
exceeds $25 million a year. In round numbers a 52 percent tax on 
the 15 percent of it subject to taxation amounts to $2 million per year, 
A very large portion of this represents double taxation against the 
beneficiary, for what we pay the Government obviously cannot be paid 
to them and, as I stated above, whatever we pay them is subject to 
individual Federal income tax. 

I will skip the next item because you know what previous comments 
your committee has heard in this area. I will turn over to the next 
page and I will skip that, too, in the interest of brevity. Then I will 
skip page 3, too, because this is all material that your committee is 
familiar with. 

We think there is an area in which we might get some relief and 
that is on the question of expense. 

One of the departments that is under my jurisdiction is the secre- 
tarial department of our company where all of this paper work is 
handled and there is a very sizable amount of expense in it. It is an 
area we think you might want to consider. 

The next paragraph on page 4 deals with the technical method by 
which you could give us relief. If I were to discuss that with you 
I would be over my head. That is an area where Mr. Groeschell 
could do far better than I could. To be completely forthright, I do 
not think I could do it at all. 

I wanted to make one point with you, getting back to the question 
you asked Mr. Hogg this morning. He said he would like to have 
some relief in that area. You asked him was he claiming 100 percent 
and then you pressed him for what the arithmetic was. I cannot 
give the arithmetic, but as I state at the bottom of page 4, we do not 
think we are entitled to 100 percent. There ought to be some offset 
in there and, on the question of how you compute it, someone better 
qualified than I will have to do it. 

Now, I want to get to the final point on page 5, that we come to 
you here, our company is the sixth largest life insurance company in 
America, and we say that in our opinion this combination idea has some 
merit. Then you get to the question, “Well, are you people—the 
Northwestern—all alone in this or do other companies share this 
view?” We got together with the other companies in Wisconsin. 
We have seven companies in our State. When you take us out of the 
picture there are 3 stock companies and there are 3 mutuals. If you 
will look at the table at the end of my statement, exhibit 2, it gives 
you the names of the companies and what their size is. We met with 
these people and they said to us, just as we have said to you, that they 
think that this idea has some possibilities in terms of a permanent 
solution, and we hope that you will explore it. 

That completes my statement, Mr. aiden 
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The Cuamman. Thank you very much, Mr. Dineen. We appre- 
ciate your coming to the committee today and giving us the benefit 
of your viewpoint. 

ermission has already been granted for the full statement to be 
inserted in the record, if you desire. 

(The statement referred to follows :) 


STATEMENT OF Rosert EE. DINEEN, VICE PRESIDENT, NORTHWESTERN MUTUAL 
Lire INSURANCE Co., MILWAUKEE, WIS., ON TAXATION OF LIFE INSURANCE 
COMPANIES 


My name is Robert E. Dineen. I am the insurance vice president of the North- 
western Mutual Life Insurance Company of Milwaukee and I am speaking for 
that company. I am a lawyer by education. After early experience with the 
Aetna Life Insurance Co. and the Lumber Mutual Casualty Insurance Company of 
New York, I spent 17 years as a trial lawyer, specializing in insurance litigation 
of all kinds. This was followed by a 7-year hitch as superintendent of insurance 
of New York, which included a year as president of the National Association of 
Insurance Commissioners. I have been with the Northwestern as an executive 
for 8 years. 

At the outset I would like to state that we believe that the combination plan 
suggested by the Treasury and advocated by Mr. Deane Davis’ seems to have 
real possibilities as a solution for this vexatious problem and warrants the most 
careful consideration by your committee. 

I want to discuss a much narrower facet of the problem, an area which we 
urge you to give special consideration. It covers the taxation of: (1) Individual 
annuities ; (2) settlement options; (3) dividend accumulations. 

Though I have said that the tax treatment of these three areas represents a 
narrow facet of the overall problem, it is an important one for many companies 
including ours. In the Northwestern—where a high percentage of our bene- 
ficiaries utilize the options—20 percent of our assets are used to support these 
operations. In dollars, the figure amounts to approximately $750 million. Only 
21 United States companies have total assets larger than this. To paraphrase 
the advertising copy of one of our competitors, this is living life insurance at 
work—and in the great majority of cases these payments are subject to indi- 
vidual income taxation. 

At present interest rates, the investment income on this money exceeds $25 
million a year. In round numbers a 52 percent tax on the 15 pereent of it sub- 
ject to taxation amounts to $2 million per year. A very large portion of this 
represents double taxation against the beneficiary, for what we pay the Govern- 
ment obviously cannot be paid to them and—as I stated above—whatever we 
pay them is subject to individual Federal income tax. 

In 1955 when H. R. 7201 was under consideration the House Ways and Means 
Committee issued a report recommending tax relief in the three areas I am dis- 
cussing. In exhibit I attached to my statement, I have quoted verbatim an 
excerpt from the report accompanying the bill and shall not repeat it here. 

In its report, the committee drew attention to an oft-quoted distinction in this 
fleld of taxation. It is this: “In general, interest in this area is taxable when 
received by individuals whereas, in general, interest added to life insurance 
policy reserves is not taxed as income to individuals.” 

Harlier the staff of the Subcommittee on Taxation of Life Insurance Com- 
panies of the Ways and Means Committee had issued a preliminary statement of 
the facts and issues in November of 1954. It conceded (p. 41) that this was an 
area of double taxation—but added that the area was limited. In so doing, it 
very properly pointed out that the amount of interest required to maintain re- 
serves, assumed to be 85 percent under the Mills bill, was not subject to double 
taxation. My remarks today are addressed to the tax disposition of the remain- 
ing 15 percent of income attributable to this class of business. 

As the 1955 excerpt of the committee shows, it incorporated in its bill a pro- 
vision to minimize double taxation. In effect, the net income on assets held for 
(1) annuities, (2) dividend accumulations, and (3) insurance proceeds left at 
interest, were to be taxed ultimately at only one-third the rate applicable to life 
insurance policies. 

Unfortunately, this provision was stricken from the Senate version because of 
insufficient time to consider the merits of this type of modification and the 
question was left open for further study. 
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Since it is conceded that there is double taxation in this area we urge this 
committee to grant the necessary relief in any new tax bill which uses in whole 
are in part investment income as a tax base. : ‘ 

Unfortunately, neither the 1942 law nor the 1955 Mills bill as finally enacted 
recognized a discrimination in the expense area for those contracts which are 
essentially banking in nature, i. e., settlement options not involving life con- 
tingencies and dividend accumulations. If the policyholder had put the money 
in a bank, the bank would have been entitled to an expense deduction covering 
not only the cost of investing the money, but promotional expense in attracting 
the money and the considerable service expense that goes with handling the ac. 
count. In the life insurance business, under an investment income-tax law, the 
expense of investing the funds for settlement options not involving life con- 
tingencies and dividend accumulations is a deduction. However, no deduction 
is granted for any operating expenses incurred in the maintenance of these ac- 
counts which constitute a very sizable item. In this category are the expenses 
related to the issuance of regular checks, those issued irregularly, i. e., when 
the special demands of the beneficiary must be met, changes in the accounts, the 
preparation of informational tax returns for Federal and State Governments, 
ete. We believe this expense discrimination should be removed. 

As I stated at the outset, we believe that there is merit in the combination 
plan suggested by the Treasury and urged by Deane Davis. We also believe 
that the revaluation reserve concept warrants careful consideration as part of 
the plan. Under the combination plan—in order to grant a measure of relief to 
(1) pension plans, (2) annuities, and (3) options involving life contingencies, 
there would be no revaluation of reserves on this business. We think that the 
need for relief for the other two items, namely, (1) options not involving life 
contingencies, and (2) dividend accumulations, might be achieved by placing all 
five in the same category. This would largely eliminate the expense discrimina- 
tion mentioned above. 

Even under this proposal we are not seeking a full deduction, for the interest 
on surplus and contingency funds used to backstop this business would be taxed 
at the full 52 percent. 

In closing we would like to make one further point. In the few short weeks 
that the Treasury suggestion has been available for study it is becoming clear 
that interest in the suggestion is not restricted to only large mutual companies. 
For example, Northwestern met with representatives of the other six life in- 
surance companies domiciled in Wisconsin. Of these 6 companies 3 are mutual 
and 3 are stock, with combined assets of approximately $200 million. They are 
listed in exhibit IT. 

After prolonged discussion these companies expressed an interest in the pro- 
posal and seemed to think that the principles underlying the suggestion offered 
a real possibiilty of a new permanent tax law for life insurance companies, and 
further stated that our efforts should be directed to definitize a bill within the 
framework of the principles stated in the combination plan suggested by the 
Treasury. 

We have tried to be reasonable and realistic, realizing that our Government 
has problems just as we have. 


ExursitT I 


In the report of the Committee on Ways and Means which accompanied 
H. R. 7201, this subject was covered in the following manner : 


“©. ANNUITIES AND POLICYHOLDER DEPOSITS 


“The bill provides, for 1955, a deduction of 90 percent of the net investment 
income earned on assets held as reserves for annuities and for dividend accumu- 
lations and insurance proceeds left at interest (including a portion of capital 
and surplus held for these obligations). This deduction (larger than the de- 
duction for life insurance business) is designed to reflect the fact that this in- 
terest is taxable, in general when received by individuals. In this sense it 
differs from interest added to life insurance policy reserves, which in general is 
not taxed as income to individuals. Some tax at the insurance company level 
on annuity earnings is justified because the individual tax on the interest is, 
typically, long postponed. If the new system is made applicable to 1956 and 
subsequent years this deduction will be 91 percent for 1956 and will increase to 
95 percent for 1960.” 
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Exursit II 








Name | Type |Admitted assets In force 
2, 048, 000 

Cuna Mutual Insurance Society - .-| Mutual... $21, 952, 286 $3, 646, 048, 
National Guardian Life Insurance Co.- ven ocews ti anssan 50, 354, 042 223, 734, 000 
Old Line Life Insurance Company of America__-- Beate 2.3228 59, 394, 391 200, 181, 000 
Rural Security Life Insurance Co._.........-..---------]--- Oe ‘| 3, 175, 771 45, 685, 000 
Wisconsin Life Insurance Co......-..------------------- Mutual_____-- 22, 728, 225 78, 837, 000 
Wisconsin National Life Insurance Co Stock - cael 34, 470, 580 148, 174, 000 





The Cuarrman. Are there any questions! 

Thank you, sir. 

Mr. Dinren. Thank you. 

The Cuarrman. Our next witness is Mr. John A. Lloyd. 

Mr. Lloyd, for purposes of this record, will you please identify 
yourself ¢ 


STATEMENT OF JOHN A. LLOYD, PRESIDENT, THE UNION CENTRAL 
LIFE INSURANCE CO., CINCINNATI, OHIO, ACCOMPANIED BY 
CARL DeBUCK, EXECUTIVE VICE PRESIDENT 


Mr. Luoyp. Thank you, I would like to have associated with me 
here, if I may, Mr. Carl DeBuck, executive vice president of our com- 
pany and a tax technician in our company, and I should like to ask 
Mr. DeBuck to hand to the members of the committee two pages of 
additional material. ‘They are double spaced and will only take a 
moment, which fit into the text which you already have. 

My name is John A. Lloyd. I am president of the Union Central 
Life Insurance Co., a mutual company, chartered by the State of 
Ohio, having its home office in Cincinnati. 

Before beginning my testimony I should like to present letters from 
a number of mutual life insurance companies which desire your com- 
mittee to know that they are not members of nor are they associated 
with the Temporary Committee on the Taxation of Mutual Life In- 
surance Companies, that they do not believe it proper to tax mutual 
life insurance companies upon any but the investment-income method 
of taxation. 

I would like now to file with the committee a letter from each of the 
following companies: 

The Bankers Mutual Life Insurance Company, of Freeport, Ill.; 

The Empire State Mutual of Jamestown, N. Y.; 

General American Life Insurance Company of St. Louis : 

Illinois Mutual Life & Casualty Company of Peoria; 

Intercoast Mutual Life of Sacramento; 

Lincoln Mutual Life Insurance Company of Lincoln, Nebr. ; 

— Mutual Life & Casualty Insurance Company. of Fargo, 
aN. D.; . 

The Midland Mutual Life Insurance Company of Columbus, Ohio; 

Pioneer Mutual Life Insurance Company of Fargo, N. D.; 

Progressive Life Insurance Company of Red Bank, N. J.; 

Prudence Life Insurance Com any of Chicago, IL; 

Our own company, the Union Central Life Insurance Co. ; 


The Unity Mutual Life Insurance Company of New York, Syracuse, 
N.Y.; 
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The Security Mutual Life Insurance Company of Lincoln, Nebr. ; 
The State Life Insurance Company of Indianapolis, Ind. ; 
~~ Western & Southern Life Insurance Company of Cincinnati; 
an 

Woodman Accident & Life Company of Lincoln, Nebr. 
(The letters referred to follow :) 


THE SECURITY MUTUAL LIFE INSURANCE Co., 
Lincoln, Nebr., November 7, 1958. 
Mr. Joun A. LiLoyp, 
President, Union Central Life Insurance Co., 
Cincinnati, Ohio. 

Dear Joun: It is my understanding that early during the week of November 
17 hearings will begin in the matter of the Federal income taxation of life in- 
surance companies, and that you may be one who will testify. 

As president of a mutual life insurance company I feel that my directors and 
I have a very definite trustee responsibility to our policyholders. It has been 
shown many times that life insurance companies are taxed more heavily than 
other types of thrift and savings organizations. For this reason I feel strongly 
that any new tax law which would substantially increase the tax on life in- 
surance companies would simply be an added tax on thrift. 

My company strongly feels that the investment income approach to taxation 
is an equitable approach, and I most certainly urge you, if you so feel, to speak 
for our company as one which favors this type of taxation. 

Our company is not considered a giant company in the business, yet we have 
been in existence for 63 years. As officers and trustees our first obligation must 
always be to the policyholders and their beneficiaries. We would be derelict in 
our duty were we not to fight for a proper tax for these people whom we represent, 


Sincerely yours, 
T. A. Sick, President. 


Tue STATE LIFE INSURANCE Co., 
Indianapolis, November 10, 1958. 


Mr. JoHN A. LLoypb, 
President, The Union Central Life Insurance Co., 
Cincinnati, Ohio. 

Dear Joun: I know the time is rapidly approaching when you will be in 
Washington to participate in the discussion to participate in the discussion of 
the Federal tax problem. 

I have given much thought and study to the question of Federal taxation of 
life insurance companies. I have also listened to many discussions on the 
subject, including the one at the last meeting of the American Life Convention, 
It is my opinion that the net investment income plan wil lprove to be the most 
equitable and workable. It may be expedient to make some modification in the 
present setup, but the basic principle (net investment income) should not be 
abandoned. 

Kindest personal regards, 

Sincerely, 
Rost. E. SWEENEY, 
Chairman of the Board. 


THe WESTERN & SOUTHERN LIFE INSURANCE CoO., 
Cincinnati, Nowember 14, 1958. 
Mr. Joun A. Lioyp, 
President, Union Central Life Insurance Co. 
Cincinnati, Ohio. 

DeAaR Mr. Lioyp: We understand you are scheduled to appear before the Tax 
Subcommittee of the Ways and Means Committee of the House of Representa- 
tives next week in connection with their examination of the Federal taxation 
of life insurance companies. 

Under these circumstances the Western and Southern Life Insurance Co. 
deems it appropriate to advise you that we believe an investment income approach 
to this problem is superior in all major respects to any other method so far 
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advanced. . Specifically, as a mutual life insurance company, we wish to make it 
clear that we do not support the program being advanced by a group of other 
mutual life insurance companies operating as the Temporary Committee for the 
Taxation of Mutual Life Insurance Companies. 

You may wish to indicate during your presentation the extent to which your 
position is supported by mutual companies other than your own. 

If so, you may use the name of this company as one of them. 

Sincerely, 
JOSEPH W. Perry, Secretary. 


WoopMEN AccripENT & LIFE CO., 
Lincoln, Nebr., November 13, 1958. 
Mr. JoHN LioyD, 
President, Union Central Life Insurance Co., Cincinnati, Ohio. 


Dear JoHN: You have requested an expression from us on the subject of Fed- 
eral income taxation of life insurance companies. We are very glad to sum- 
marize the thinking of our officers on this important controversial subject. 

While recognizing that some taxation of the life insurance business by the Fed- 
eral Government is inevitable in view of the requirements of the Treasury, we 
would preface anything that we say on the subject by pointing out that this busi- 
ness is already heavily taxed when compared to other types of institutions de- 
yoted to thrift. Our national well-being depends to an important degree on the 
willingness and ability of large numbers of people to save, accumulate, and chan- 
nel the fruit of their thrift, through institutions like life insurance companies, 
into the creation of capital goods which will further expand and support our 
standard of living. While recognizing that the fiscal necessities of the Federal 
Government will dictate the imposition of some income tax on life insurers, it is 
our feeling that this tax should be levied in full consciousness that it is a tax on 
thrift and that other thrift institutions are currently less burdened by income 
taxes than is life insurance. 

After the adoption of the 16th amendment to the Federal Constitution, Congress 
first approach to the income taxation of life insurance did not significantly dif- 
ferentiate life insurers from commercial enterprises. This was the so-called all- 
income approach. It became apparent, however, in a relatively short time that 
the nature of the life-insurance contract is such that it verges on the impossible 
to determine at the end of any calendar or fiscal year whether the enterprise has 
made a profit. Accordingly, Congress, in its wisdom, recognized the impracticality 
and injustice of lumping life insurers with other business enterprises under a 
single approach to an income-tax formula. The life-insurance business over the 
years has maintained, because of the impossibility of determining the profitability 
or loss of its underwriting operations until the final contract in a closed block of 
business has been discharged, that the only feasible basis of income taxation of 
life insurers is the excess of investment income over the level of such income nec- 
essary to maintain legal reserves. We subscribe wholeheartedly to this theory. 
The history of the business indicates the cyclical nature of mortality and mor- 
bidity losses. The life insurance business has been favored with a longtime trend 
of improving mortality. This has been offset to a degree by the less favorable 
trend in morbidity and the effect of the longer average life span on annuity con- 
tracts. Improvements in mortality have been recognized in the frequent adjust- 
ment of premiums charged and retrospectively, under participating policies, in 
the dividends returned to participating policyholders. Such dividends are pri- 
marily, of course, merely the return to the policyholder of that part of a redun- 
dant premium that is not needed to carry on the insurance enterprise. 

We concur heartily in the wisdom and the desirability of examining all ap- 
proaches to a sound and fair system of taxation for life insurance. In a matter 
so fraught with social and fiscal importance, the obligation of the Treasury, the 
Congress, and our business is to analyze and consider objectively every one of 
the different schemes of taxation that have been seriously proposed. We feel, 
therefore, that the Joint Committee on Income Taxation and the other responsible 
elements of the business who have devoted so much time to attempting to devise 
a sound solution to the problem of income taxation of life insurance are entitled 
to the thanks of the business and the public. In our own consideration of the 
so-called all-income approach, we are impressed with its obvious practical and 
theoretical impediments. First of all, we believe that it would be an unsound 
approach to the solution of the problem because, literally, it is not possible to de- 
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termine at the end of a calendar or fiscal year whether the business has earned 
a profit or sustained a loss. Only by the employment of a variety of artifices and 
assumptions, tortured into a semblance of plausibility, would it be possible to 
figure a tax. Equity would demand that if, after payment of such a tax, subse- 
quent developments indicated that for a given year a loss had been sustained, 
rather than a profit earned, the insurer would have to have the opportunity to 
recover the tax paid. Often, the profitability or loss on a given block of business 
is not discerned for many, many years. The tax accounting of both the insurer 
and the Government would, therefore, be complicated many times. The various 
proposals involving the so-called all-income approach are necessarily so reliant 
upon and interwoven with assumptions, exceptions, and deductions as to place 
the income taxation of life insurance companies, were these proposals to be 
adopted, in the celebrated Serbonian bog. It seems certain, also, that were the 
all-income approach to be adopted, State supervision of the insurance business 
would be effectively supplanted by regulation stemming from the Federal Bureau 
of Internal Revenue. The myriad complexities inherent in the all-income ap- 
proach would quickly engender an endless train of rulings by the Bureau of 
Internal Revenue affecting every facet of insurer operation, severely inhibiting 
the proper exercise of management judgment and relegating State supervision 
of insurance to the status of a license clerk. Such a development would be dis- 
tinctly contrary to the public interest, as Congress has repeatedly recognized since 
1945 by entrusting insurance regulation to the several States. 

Since, in our judgment, the only true profit that can be established periodically 
for a life insurer is its excess or net investment income, we believe that this 
constitutes the proper basis for such Federal income tax as the insurers may be 
required to pay. We do not believe in the pure net investment income approach, 
but favor the promulgation of a Secretary’s ratio each year for application to 
all insurers subject to the tax. If the net taxable income, determined on an 
individual-company basis rather than against a standard or an index such as a 
Secretary’s ratio, were to be the tax base, the insurer that was least successful 
in its investment operations or least conservative in the interest assumptions 
used in the accumulation of its reserves would enjoy a tax advantage over 
competitors who achieved better investment results or were more conservative 
in their reserve accumulation programs. 

From the foregoing you will gather that we favor the net investment income 
approach, determined on the basis of a Secretary’s ratio, as being the most 
equitable and practical of the various systems that have been proposed for the 
taxation of life insurers. 

Cordially yours, 
E, J. FAULKNER, President. 


PIONEER MUTUAL LIFE INSURANCE Co., 
Fargo, N. Dak., November 7, 1958. 
JoHN A. Lioyp, 
President, Union Central Life Insurance Co., 
Cincinnati, Ohio. 

Dear Mr. Lioyp: We understand that you will testify at the hearings in Wash- 
ington November 17 on this matter of taxation of life insurance companies. 

We want to go on record as opposing the total income method, and as favoring 
the investment income approach. Please feel free to use our name and to state 
our position on this subject of taxation. 

We are not a member of the temporary committee on the taxation of mutual 
life insurance companies. 

Thank you for your support of the investment income approach and the time 
you are giving to this matter. 

Sincerely yours, 
BRADLEY C. MARKS, President. 
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PROGRESSIVE LIFE INSURANCE Co., 
Red Bank, N.J., November 11, 1958. 


Re Federal taxation of life insurance companies 


Mr. Joun A. Lioyp, 
President, The Union Central Life Insurance Co., 
Cincinnati, Ohio. 


Dear Mr. Lioyp: Thank you for your letter of August 19, addressed to Presi- 
dent Isidor Horowitz and enclosing a copy of your statement of August 15. 

As a small mutual company, we read your statement with great interest, but 
did not make any comment at that time. In the meantime, we have given the 
matter considerable thought, and this letter is being written as a result of a 
discussion wih the president and other members of the executive committee, and 
in the belief that the support of other companies may be of some value to you. 

We sincerely believe that a united front by the life insurance companies is very 
important and should be preserved, if possible. We are in full agreement with 
your statement, ‘The only true income of a mutual life insurance company is 
income from its invested assets, etc.” We do not believe there should be any 
deviation from this position, which the industry has held for over 30 years. We 
believe that the advantage, if any, which might be derived from H. R. 13707 could 
easily turn out.to be temporary only, even to the group of companies which ob- 
tained an initial saving. We heartily agree with Mr. Dawson’s statement that 
life insurance is overtaxed, but we do not believe that a split in our ranks will 
help that situation in any way. 

The above position is taken in spite of the fact that, based on 1957 operations, 
we would have paid a smaller tax under H. R. 13707. This reduction is due to 
two factors which are somewhat incidental to the picture as a whole but are im- 
portant to us, and we believe one or both of them are important to a number of 
life insurance companies. I mention them, although they are not of concern to 
Union Central, because I believe you are interested in the whole picture. They 
are: 

(1) The present 1-percent tax on gross accident and health premiums. With 
assets of $7 million and premium income of $4.4 million, including $2.4 million 
accident and health, we paid $5,000 tax on investment income and $24,000 on 
accident and health business (although we showed a loss on accident and health 
for 1957. This situation does not seem to me to be compatible with any of the 
positions taken on life insurance taxes. H. R. 13707 completely revises this part 
of the tax to our advantage. 

(2) The small-company allowance. In 1954 and some prior years, there was 
a provision whereby the first $200,000 of taxable income was taxed at one-half the 
rate used after the first $200,000. This means a lot to a small company. 

We are members of the LIC, which will be represented in Washington by Mr. 
Richard Evans, so I am sending Dick a copy of this letter. 

Sincerely, 
J. HH. Powe, Actuary. 


PRUDENCE LIFE INSURANCE Co., 
Chicago, Ill., November 6, 1958. 
Mr. Joun A. Lioyp, 
President, the Union Central Life Insurance Co., 
Cincinnati, Ohio. 


DEAR Mr. Lioyp: We have been given to understand that you are to testify next 
week before a congressional committee regarding proposals on new legislation 
regarding Federal income taxation of life insurance companies. 

Our company is not a member of the joint insurance committee on Federal 
income taxation of life insurance companies. However, we do not agree with 
the position taken by the majority of the committee in the matter of basing taxa- 
tion on total income. We oppose it because we believe it is wrong in principle 
and cannot work in practice. We feel that any Federal taxation of life insurance 
companies should be based on the net interest earned over and above that required 
to maintain reserves. 

You, of course, may use this letter in acquainting the congressional committee 
of our views on this subject. 

Sincerely yours, 
8S. E. Kramer, President. 
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THE UNION CENTRAL LIFE INSURANCE Co., 
Cincinnati, November 17, 1958. 
Hon. Wirisur D. MILs, 
Committee on Ways and Means, 
House of Representatives, Washington, D.C. 


Dear Mr. Mitts: The Union Central Life Insurance Co. is a mutual life insur. 
ance company. We desire your committee to know that we are not members of 
nor are we represented by nor are we associated with the Temporary Committee 
on the Taxation of Mutual Life Insurance Companies. 

We believe that the only income of a mutual life insurance company is its 
investment income and that any basis of taxation should be upon that principle, 

Sincerely yours, 
Joun A. Lioyp, President. 


Tue Unity MUTUAL Lire INSURANCE COMPANY OF NEW YORK, 
Syracuse, N. Y., November 5, 1958. 
Joun A. Lioyp, 
President, Union Central Life Insurance Co., 
Cincinnati, Ohio. 

Dear Mr. Lioyp: With regard to your appearance before the Joint Committee 
on Federal Income Taxation, I desire to state that our company is opposed to a 
Federal tax based on gross premium payments received from our policyholders, 
If such a tax were levied, it would deprive them of a portion of the benefits which 
they now receive in the way of dividends. 

Any Federal tax which goes beyond a small percentage of the interest earnings, 
in our opinion, should not be imposed upon mutual life insurance companies. 

Very truly yours, 
E. R. Demrine, Sr., President. 


BANKERS MUTUAL LiFe INSURANCE Co., 
Freeport, Ill., November 5, 1958. 
JOHN A. Lioyp, 
President, Union Central Life Insurance Co., 
8-5 West Fourth Street, Cincinnati, Ohio. 


DeAR Mr. Lioyp: It is my understanding that you are going to testify before 
the committee that is considering a new Federal income tax formula for the life 
insurance industry. As you know, we are one of the small mutual life insurance 
companies in the United States and we are a member of the American Life Con- 
vention. We sincerely believe that the best approach to the taxation problem of 
life companies is by means of the net investment income. We believe that this 
is the only right way to tax companies in our industry. 

The purpose of this letter is to have our interests concerning the Federal in- 
come taxation of life insurance companies presented to the committee now mak- 
ing this study and we wanted to be counted among those mutual life insurance 
companies that favor the net investment income approach. We also want it made 
clear that we are not a member of the giant mutual companies that have set up 
a committee to present the tax formula on the basis of total net income. 

Very truly yours, 
Louis Fauser, President. 


EMPIRE STATE MUTUAL LIFE INSURANCE Co., 
Jamestown, N. Y., November 12, 1958. 
JOHN A. Lioyp, 
President, Union Central Life Insurance Co., 
Cincinnati, Ohio. 

Dear JOHN: I understand that you are going to testify at the hearing on 
November 17 of the subcommittee of the Ways and Means Committee studying 
life insurance taxation. 

As I previously informed you, we as a small mutual company, are in favor of the 
investment income approach, rather than the so-called total income approach. 

It seems to us that the investment income approach is much more equitable, 
and were it put on a permanent basis so that we knew in advance what our taxes 
would be it would normally provide more proceeds for the Government and dis- 
tribute the tax in as equitable a manner as possible. 
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I am personally very glad that you are to speak for the mutual companies 
who agree that the investment approach is the proper one, and please list us as 
supporting this approach in every manner possible, 

Sincerely yours, 


More@an O, DooriTtze, President. 


GENERAL AMERICAN LIFE INSURANCE Co., 


St. Louis, November 11, 1958. 
John A, Lioyp, 


President, Union Central Life Insurance Co., 
Cincinnati, Ohio. 


Dear Mr. Lioyp: As you know, General American Life Insurance Co. is a 
mutual company organized under the laws of Missouri. 

In order that there may be no misunderstanding as to the position of our 
company, I wish to emphasize that we are opposed to the bill for the taxation 
of life insurance companies which is advocated by the Temporary Committee 
on the Taxation of Mutual Life Insurance Companies. 

Sincerely, 
Srpney W. Sovuers. 


ILLINOIS MuTUAL Lire & CASUALTY Co., 


Peoria, Ill., November 6, 1958. 
JoHN A, LuioyD, 


President, the Union Central Life Insurance Co., 
Cincinnati, Ohio. 

Dear Mr. Lioyp: We understand that you are going to testify before the 
Subcommittee on Internal Revenue Taxation on the subject of a satisfactory 
method for the taxation of life insurance companies. 

As a mutual company we believe that the only proper method for the taxation 
of life insurance companies is on the basis of investment income. We are very 
much opposed to the plan proposed for the taxation of life insurance companies 
on the basis of so-called total income or total receipts. 

We are not a member of the Temporary Committee on the Taxation of Mutual 
Life Insurance Companies, but nevertheless we desire to take this opportunity 
to express our opinion on this very important subject. 

Sincerely yours, 
E. A. MoCorp, President. 


INTERCOAST MUTUAL LIFE INSURANCE Co., 


Sacramento, Calif, November 11, 1958. 
Mr. Joun A. Luioyp, 


President, Union Central Life Insruance Oo., 
8-5 West Fourth Street, Cincinnati, Ohio. 

Deak Mr. Luoyp: It is my understanding that you are to testify before the 
Subcommittee on Internal Revenue Taxation in Washington. I would appre- 
ciate it greatly if you would be kind enough to state our feelings on taxation 
of life and accident and health companies. 

I strongly believe that taxing the investment income is the fair and just 
method. Since we are really trustees of the funds of our policyholders, I do 
not believe that the total income method of taxation could be right for insurance 
companies. It is further my opinion that what is good for one insurance com- 
pany would be good for another. 

Thank you for all your help on such a vital problem. 

Kindest personal regards. 

Sincerely, 
Homer O. MARTIN, JT., 
President and General Manager. 
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LINCOLN MUTUAL [are INSURANCE Co., 


Lincoln, Nebr., November 6, 1958, 
Joun A. LiLoyp, 


President, Union Central Life Insurance Co.. 
Cincinnati, Ohio. 

Deak Mr. Lioyp: We are informed that on November 17 you are to appear 
before the Senate Finance Committee for further hearings on the proposed 
legislation for taxation of life insurance companies. 

We wish to restate and reaffirm our position in regard to this taxation prob- 
lem, and that is that we are firmly convinced that the total investment income 
basis is the preferred approach to this most difficult problem. 

We are a small mutual company with ordinary insurance in force of approxi- 
mately $53 million, assets of approximately $8 million, and surplus of $1% 
million. Our Federal income tax at the present time would be much greater 
computed on the total investment income basis than it would be on the total 
income proposal. 

We are not a member of the temporary tax committee. It is our carefully 
considered opinion that the majority of the member companies of the American 
Life Convention have adopted the sound and logical basis by which this taxation 
problem can be best resolved. 

Very truly yours, 
G. K. BAUMGARTNER, President. 


LINCOLN MuTUAL LIFE & CASUALTY INSURANCE Co., 
Fargo, N. Dak., November 10, 1958. 
Mr. JouHn A. Luioyp, 
Union Central Life Insurance Co., 
Cincinnati, Ohio. 

Dear Mr. Lioyp: We recently read your statement to the industry’s joint com- 
mittee on Federal income taxation of mutual life insurance companies. We 
would like to take this opportunity to tell you that our company favors the in- 
vestment income approach and that we are opposed to the total income method. 
We are not a member of the temporary committee on the taxation of mutual 
life insurance companies. 

We understand that you will appear at a hearing in Washington on this matter 
on November 17. If you wish to do so, you may use the name of this company 
and state our position. 

Yours very truly, 
H. B. KenneE tty, Vice President. 


THE MIDLAND MUTUAL LIFE INSURANCE C©O., 
Columbus, Ohio, November 6, 1958. 
Mr. Joun A. Luioyp, 
President, the Union Central Life Insurance Co., 
Cincinnati, Ohio. 

Dear JOHN: I understand that in the near future you are to testify before the 
subcommittee of the Ways and Means Committee. 

I wish you would tell the subcommittee that the Midland Mutual Life Insurance 
Co. is a mutual life insurance company, but it is not a member of the temporary 
committee on the taxation of mutual life insurance companies. 

Please tell them also that we are not in favor of total income as a basis for 
the taxation of life insurance companies, but instead believe that net investment 
income is the proper basis for such taxation. 

Sincerely, 
C. O. SuLtivan, President. 


Mr. Lioyp. While there are many companies, both stock and mutual, 
which agree with the philosophy of taxation which will be expounded 
in this testimony, I speak for the Union Central Life Insurance Co. 
and for myself as an individual and an officer of that company. I 
think I should state that I am and for many years have been a member 
of the joint committee on Federal income taxation of life insurance 
companies, which committee is appointed by the American Life Con- 
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vention, the Life Insurance Association of America, and the Life 
Insurers’ Conference and that the company which I represent is a 
member of all three of these organizations. My testimony does not 
reflect the views of all of the members of that committee, but insofar 
as I advocate the investment income method of taxation it does rep- 
resent the opinions of a majority of the members. 

The Cuarrman. Mr. Lloyd, let me get permission for these letters 
to be inserted in the record at the point you referred to them. 

They will be inserted at that point without objection. 

Is there objection ? 

Let me ask this question without taking time to read them, Mr. 
Lloyd. Do these letters purport to support the position which you 
take in your testimony ¢ 

Mr. Luoyp. Mr. Chairman, let me read to you again the paragraph 
which just preceded my introduction of those. 

The Cuairman. I remember you reading that and it is not necessary 
to take time to do that. 

What I am trying to ascertain is whether or not they merely desire 
the investment-income method of taxation. 

Mr. Lxoyp. The point to the letters is twofold. 

First, these mutual companies want it understood that they are not 
represented by the temporary mutual committee—we wanted to clear 
the record on that—and, secondly, that their interest is in the invest- 
ment-income approach. 

The Cuarrman. They would like to have a continuation of that 
approach as a formula for taxing insurance companies ? 

Mr. Luoyp. That is right. 

The CuarrMan. Fine. 

Mr. Luoyp. And that is all the letters signify, sir. 

Your committee is faced with a major problem in statesmanship, 
that of developing the proper method by which the United States 
Government will levy an income tax upon life insurance companies. 

The nature of life insurance, the differencees in the structure and 
operations of the companies, the degree to which our business is 
impressed with the public interest, the great burden which it carries 
in a security-conscious society under which Government itself is oper- 
ating a system which attempts to bear part of this burden—all of these 
and a complexity of other considerations are involved. 

To complicate the situation still further, for the first time a major 
difference of opinion within the life insurance business, itself, is re- 
vealed. The division of opinion within our business is a philosophical 
one and a serious one. 

The Institute of Life Insurance says that at December 31, 1957, there 
were 1,246 life insurance companies in the United States. These are 
divided into two broad categories by their form of corporate organ- 
ization—mutual companies and stock companies. In mutuals the 
policyholders put up the capital for the operation of the company in 
the form of premium deposits. In stock companies the capital is put 
up by stockholders in the form of capital stock to support the non- 
participating business and by policyholders to support the partici- 
pating business, if any. 

There are many people in the mutual life insurance business who 
take the position that a mutual life insurance company is a nonprofit 
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corporation. This point of view represents a fundamental difference 
between the thinking of the gentlemen who belong to and support the 
temporary committee for the taxation of mutual life insurance com- 
panies and some others in the business including myself. As I pointed 
out at the beginning of this testimony the temporary mutual commit- 
tee does not represent mutual life insurance as such in this tax dis- 
cussion. 

A fundamental difference between the philosophy of the mutual 
committee and mine, for example, is this: f think the only basic dis- 
tinction between a stock company and a mutual company is one of 
method of capitalization. In our mutual company we believe that we 
are in business to make money for our policyholders just as a stock 
company is in business to make money for its dockhelibes I believe 
that any net profits a mutual company makes (and it does make profits) 
should be taxed by the United States Government at the regular cor- 
porate rate of 52 percent or whatever the corporate rate happens to be. 

The two basic philosophies which are at variance here are these: 

1. There is one group of companies, very small in numbers, equaling 
not more than 40 at most, but gigantic in the percentage of the busi- 
ness which they control, which is willing to abandon the traditional 
concept of taxable income and accept taxation on a total receipts basis. 

2. The rest of the business, including more than 1,200 out of a total 
of 1,246 or more companies, believes honestly and intensely that the 
only true income of a life insurance company is its investment income 
and that it is upon this income that the tax should be levied. 

I know of no company which does not believe that the rate of taxa- 
tion should be at the same rate as that levied upon all corporations, 
so that the principal issue narrows down to one of what is true income 
and how should it be computed for tax purposes. 

I should like to comment first upon certain proposals to tax mutual 
life insurance companies under what is sometimes called the total 
income method but more accurately should be called the total re- 
ceipts method. These include the proposed H. R. 13707 and the Treas- 
ury proposals, both the total receipts and the compromise, and other 
similar suggestions. 

The basic fallacy I believe to exist in all of these proposals lies in 
this treatment of participating premiums as income. I assume that 
other witnesses have touched upon this fact of the problem, but this 
is the heart of the matter and I must reiterate that a participating pre- 
mium whether paid to a mutual life insurance company or to a stock 
company is in fact a deposit of capital by the policyholder, and is not 
income to the company. 

To impose a tax upon participating premiums therefore is to im- 
pose an income tax upon capital and the adoption of this fallacy as 
part of our tax law would in truth ~~ havoc with the business of life 
insurance just as the imposition of income taxes upon the capital of 
any other corporation would wreak damage to the basic structure of 
such a company. 

A participating life insurance premium is made up of certain ele- 
ments which may be described broadly as follows: 

First, an amount of money which deposited in an account called 
a policy reserve, must be invested at a specific minimum rate of inter- 
est so that the aggregate of such deposits together with the interest 
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earned thereon will equal an amount of money sufficient to pay the 
face of the policy at the date when the policy endows. 

Second, an amount of money to pay the agent and the general agent 
or the branch office for selling the policy. 

Third, an item to provide sufficient money to pay the home office 
cost of placing and maintaining the policy on the books of the 
company. : ' ; 

Fourth, an item for the pure insurance cost involved in the policy ; 
that is the mortality factor. ; 

In the instance of a participating or mutual premium this deposit 
made up of these four elements is paid to the company. It may be 
paid annually, or in more frequent installments. As soon as the com- 
pany receives a premium it goes into a great pool of such deposits and 
certain things happen to it. That portion which goes into the policy 
reserves is credited thereto. That portion charged for home office 
costs is properly credited. That portion which goes into the payment 
of acquisition cost is properly assigned and over the acquisition cost 
paying period of the policy is paid out to the agents, general agents, 
and sales branch managers for acquisition purposes. The portion 
charged for pure insurance is used to pay death claims. 

It may be, however, that the cost of operating the company does 
not require all of that portion of the premium provided for that pur- 

ose or that the mortality expected when the premium was computed 
is not as great as anticipated. If these two things occur—and they do 
with regularity because the prudent operation of the companies indi- 
cates that these are two imponderables for which an overcharge 
should be made—the difference between that portion of the premium 
deposit paid and that which is used is either put in special reserves 
or surplus to strengthen the policyholders’ funds or is returned to the 

licyholder in what is called a dividend. Actually, to the extent I 

ave described it, this is not a dividend at all, but the return of an 
unneeded portion of a capital deposit. But as you have observed, all 
of the premium deposit has either been used for capital purposes or 
returned to the policyholder. None of it is ever profit. None of it is 
ever income to the company. 

There is one other item which may enter into the so-called dividend 
and that is excess interest, if any. The portion of the premium which 
goes into the policy reserve is invested at a rate of interest which the 
company assumes it can earn throughout the life of the policy and 
which it guarantees to the policyholders it will earn. This rate must 
be earned. If the actual rate earned is greater than the assumed 
rate, the dividend may include an amount of money representing 
interest earned in excess of the requirement. 

But the fact is that every penny of the premium on participating 
insurance, which is the mutual method of computing the charge made 
to the policyholders for life insurance, is either (1) used as capital in 
the business or (2) credited to the policyholder’s individual reserve 
account or (3) held in surplus for the benefit of policyholders, (4) 
used to pay death claims or (5) returned to him, to the policyholder, 
as a so-called dividend. 

Since, to tax such premiums would be to tax the only capital a 
mutual company has, this would result in the confiscation of a portion 
of capital by income taxation. Whether this is done by the total re- 
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ceipts method or halfway done by the Treasury compromise it is 
equally unthinkable. I do not see how mutual life insurance as we 
know it today could survive such a method of taxation. Surely its 
effect would be most serious upon all but the largest of the giant 
mutuals with the highest surpluses over the lowest reserve interest 
requirements and ultimately it would be dangerous even to them. 

_in addition to what we believe to be the sound argument that par- 
ticipating premiums are capital deposits and should not be taxed as 
income, your committee should examine carefully the dangers inherent 
in any form of taxation which makes dividends on participating in- 
surance pawns in a game of “dividend and dividend and keep your 
taxes down.” 

In any form of total receipts taxation the dividends to policyholders 
are considered to be an allowable deduction and I do not see how they 
can be treated any other way, but to the Government this provision 
is fraught with the possibility that mutual companies with low reserve 
interest requirements and high surpluses could increase dividends to a 
Rowe where they would pay very little in taxes. Manipulating divi- 

ends, they could control the amount of taxes they pay. This danger 
is recognized by supporters of total receipts taxation who advocate a 
floor of some sort to get some minimal tax out of mutual companies 
which could properly and lawfully follow such a course. 

While I do not believe any tax bill which requires a floor qualifies 
as true income taxation, I will not argue that point here but will 
direct your committee’s attention to a danger so serious to the institu- 
tion of life insurance in the total receipts method that we believe Con- 
cm should protect the smaller companies from ever being threatened 

y it. That is the competitive power of the policyholder dividend to 
drive the medium-sized and small companies out of the market. 

This is not an idle concern. It would produce an unconscionable 
and intolerable situation which can upset completely, unfairly, and 
with dire results the competitive situation in the entire life insurance 
industry. 

Our competition—whatever the company—is not primarily with 
the stock companies, but with the big mutuals. They are so large 
and dominate the nationwide market to such an extent that they are 
the universal competitors. Our problem—that of the rest of us, both 
mutual and stock—is meeting their estimated dividend scales. To the 
extent that these are determined by mortality costs and expenses of 
operation, we ask no quarter. But if mutual companies can deduct 
the dividends paid to their policyholders (and the total receipts pro- 
posals provide for this) they can use Government tax dollars to 
sweeten the dividend. Every dividend dollar will represent 52 cents 
of money which otherwise would have been paid in taxes to the Fed- 
eral Government. 

A study of the 1957 operations of six of the largest mutuals reveals 
that some of them had as much as 45 percent of their investment 
earnings free of taxes to distribute in dividends to policyholders. 
This is true because the present tax laws give favorable treatment to 
these big mutuals. In the same year there were also companies 
which had nothing from investment income to distribute to policy- 
holders. This matter of the destructive power of competitive divi- 
dends is inherent in the total receipts system and if such a system 1s 
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adopted there could be many, many good life insurance companies 
just dividended out of business. And if there were no other: reason 
for Congress to eschew total receipts than the dire possibilities of 
destructive competition in dividends, that, in my opinion, would be 
a controlling factor. 

The total receipts proposals mean tax reductions to some com- 
panies; they mean tax increases to others; but they raise basic ques- 
tions of survival for yet a third group and this is by far the largest 
group of companies in this country. 

Now you ask us quite properly: If the total receipts method or the 
compromise composed partially of total receipts and of investment 
income are not acceptable what is the correct way to tax life insurance 
companies ¢ 

In the opinion of the overwhelming majority of the companies, the 
only correct way is by levying a tax at the corporate rate upon the 
true income, which basically is the net of investment income over 
policy reserve interest requirements. We believe this can be done in 
such a way as to correct the inequities which exist in the present law, 
enacted in 1942, and there are glaring and serious faults in that stat- 
ute, or, if the 1957 stopgap is to be used as a framework, to remove 
some of the discrimination which exists in that statute. 

Our considered opinion is that the Mills law is the best vehicle yet 
constructed for taxing life insurance companies. It was prepared as 
a result of long hearings and the most exhaustive and intelligent 
study of the problem ever made by Congress. Every possibility was 
explored including total receipts proposals such as some of those now 
being discussed. 

In our industry, with the exception of a few companies, we still 
believe the Mills bill contains the most practicable framework upon 
which to build the new legislation for which these hearings are in 
preparation. 

Before submitting concrete suggestions for new legislation on the 
framework of the Mills bill, I ask your indulgence for a brief discus- 
sion of the inequities and injustice wrought by the 1942 act. 

The reserve interest credit factor in the 1942 act known as the 
secretary’s ratio is so unjust as to force a great many companies to pay 
out in taxes a great deal more than 52 percent of their investment in- 
come after their reserve interest requirements. Conversely, a minority 
of companies pay much less than 52 percent of such net investment 
income. We believe that the companies on the high side should have 
more equitable treatment. 

When a tax law takes more than 52 percent of income from some 
companies and less than that from others, it creates an injustice which 
cries to Congress for correction and that is what the 1942 law does and 
what the Mills law does. 

I am sure the committee is familiar with the procedures used in 
arriving at the secretary’s ratio and I shall confine myself to the com- 
ment that it is not a proper, equitable, justifiable or wise method. I 
inquired of some companies asking for figures based on 1957 business 
showing what percentage of their actual net investment income after 
meeting their own reserve interest guaranty requirements would have 
been paid in taxes under the 1942 law, had it been in force on their 1957 
operations, 
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Here are the results of my inquiry and I feel sure that a more com- 
plete study would show others to be in the same situation. 

There are listed here 36 companies by number. Some of the com- 
panies said, “Use our name” and some of them said “Don’t use our 
name,” so I did not use any names. 

I gave each one of them a number, and the percentage of Federal 
income tax under the 1942 law to investment income after deduction of 
interest required to maintain policy reserves runs in these 36 com- 

anies from 52.01 percent, and I would guess that that fellow is not 
owling very much, up to 207.24 percent, and I would guess that that 
fellow is somewhat concerned about this problem. 

(The chart referred to follows :) 


Percent of Federal income taw under 1942 law to net investment income after 
deduction of interest required to maintain policy reserves 


Company number: Company number—Continued 
1 4 19 


Mr. Lioyp. You will see from this imposing list that some correc- 
rective measure is indicated and later I shall propose a method of 
solving the problem. 

To a less but still important degree the 85 percent reserve interest 
deduction of the Mills law weighs so heavily upon some companies that, 
if the Mills bill is to be considered for enactment, a method should 
be arrived at to permit these companies to develop needed reserve and 
surplus strength. 

To illustrate the unjust weight of the Mills law provision on some 
companies I queried a small percentage of the total of more than 1,200 
and the following companies furnished the figures for this presenta- 
tion showing their problem in this regard : 

Here are 11 companies. The Mills bill took 114.68 of the invest- 
ment income of company No. 1 and they scale down to 52.44 percent 
of company No. 11, so that there are 11 companies upon which this 
85 percent averaging provision in the Mills bill, even that, produces 
some considerable hardship: 

(The material referred to follows: ) 
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Percent of Federal income taw under Mills bill to net investment income after 
deduction of interest required to maintain policy reserves 


Company number : Company number—Continued 
1 


Mr. Luoyp. After this testimony was prepared, the Treasury’s rep- 
representatives presented to your committee a new idea which, so far as 
I know, had not received consideration within the industry. 

The Treasur y’s compromise proposal as presented to the industry’s 
joint committee was to be a tax on 50 percent of the gains from opera- 
tions item in the filed annual statements of the companies, plus net 
investment income determined either by the Mills bill formula or 
new investment income proposal which is one of several suggestions 
which have been studied by the industry’s committee. 

However, when the Treasury witnesses unveiled their proposed com- 
promise in ‘these hearings, I am told the investment income portion 
was fastened to the reserving formula in the 1950 law. 

The figures I have given you in the two tables above, showing how 
the averaging methods of the 1942 law and the Mills bill bear too heav- 
ily upon many companies, will reveal much greater injustice if the 
method in the 1950 law is to be used. 

Here is an example computed for one of the companies whose figures 
appear in both columns above: 

Under the 1942 law, this company would have paid 89.60 percent of 
its net investment income in taxes; under the Mills law, 59.67 percent, 
both amounts constituting too great a burden of taxation to be borne 
by any company, but look at what would happen to this company un- 
der the Treasury proposal of marrying a half way total income provi- 
sion to an investment income based on 1950 and producing some kind 
of a Mongoloid monster. 

Under the Treasury’s latest suggestion, this company would have 
paid an estimated 1957 tax of $3,582,556, which would be 117.30 per- 
cent of net investment income after deduction of interest required to 
maintain policy reserves, and its estimated 1958 tax would be $4,- 
090,944, or 107.82 percent of estimated net investment income after 
deduction of interest required to maintain policy reserves. 

You can see readily that if the aggregate reserves interest require- 
ments of the giants which now approach 2.50 percent are to be fastened 
as a compulsory charge upon an industry most of the members of 
which are reserving on a 3 percent or higher basis, the result is going 
to be unjust and the effect will be serious as it relates to the ability of 
many of these companies to grow, of some of them, the new ones and 
the little ones, even to survive. 

In an industry where globalization has been accepted by the many 
as a concession to the few, if a proposal such as the Paatticy is to be 
given serious consideration, then the whole question of globalization 
should be explored and the principle itself subjected to the closest, 
scrutiny. 

These injustices can be corrected without doing violence to the prin- 
ciple of the bill, and I urge your committee to address itself to this very 
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important problem. It is vital to the future development of many 
companies. 

Our longtime study indicates that the proper goals to be sought in 
drafting a new law may be summarized as follows: 

1. A bill which will tax all companies alike and all upon their true 
income. 

2. A bill which will levy an equitable tax without penalizing any 
group of companies, the large or the small, the rich or the less favor- 
ably situated and without favoring any group or type of companies, 

3. A bill which will allow every company to grow large and strong 
and which will protect the small and new companies as they develop, 

4. A bill which will produce an adequate tax take for the Govern- 
ment from life insurance companies. 

5. A bill which will levy taxes at the corporate rate. 

6. A permanent bill which will fix the ground rules of operation 
taxwise for the foreseeable future, subject, as it will be always to 
corrective amendment if flaws develop. 

7. A bill which will produce adequate taxes from those companies 
which because of their speciality operations in term and group fields 
are generating large profits not now reached by the Mills bill or the 
1942 act. 

I suggest that your committee should have the results of a study 
of possible amendments to the Mills bill made by a subcommittee 
of the life insurance industry’s joint tax committee. This subcom- 
mittee is composed of B. M. Anderson, vice president and counsel 
of the Connecticut General Life Insurance Co., Carl DeBuck, my 
associate and executive vice president of the Union Central Life 
Insurance Co., and Joseph Budinger, executive vice president of the 
Kansas City Life Insurance Co. I do not have the authority as a 
member of the industry’s joint tax committee to release this report, 
but I am sure the industry’s committee will be happy to furnish it to 
your committee together with a projection of the tax results company 
by company among the 300 members of the 3 organizations repre- 
sented on the joint committee. It deserves the careful study of your 
committee, your staff, and the Treasury. 

While not adopting the report of the Anderson subcommittee but 
certainly not dissenting from any of its proposals, I offer the fol- 
lowing suggestions for amending the Mills bill to produce a new tax 
law which will meet adequately the needs of Government, tax all 
companies fairly, be received I believe with reasonably universal 
acceptance by the tax-paying companies, and give promise of stand- 
ing the test of time as it taxes a fast-growing business: 

1. Use the Mills bill as a base and amend it to meet present 
conditions. 

2. Take out the 1-year stopgap provision and repeal the 1942 law. 

3. To get at the problem caused by the specialty companies which 
are not taxed adequately now, in the opinion of many, and I am will- 
ing to join that many, add to the present definition of a life insurance 
company the further provision that if a company has a net gain from 
operations after dividends to policyholders in excess of 200 percent of 
its net investment income, it is not a life insurance company for 
income-tax purposes and is, therefore, taxable as any other non-life- 
insurance corporation. 
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4, Retain the 8714 percent allowance for reserve interest require- 
ments deductible on the first million of taxable investment income 
but reduce from 85 percent to 80 percent, the reserve interest require- 
ment deduction allowed on the balance of the taxable investment 
income. 

5. Restore the 85 percent credit on account of dividends received 
on stock investments. 

That is the point which Mr. Bartels testified to just a few minutes 


0. 

6. Treat the accident and health portion of the life insurance busi- 
ness as at present under the Mills bill. 

7. Provide—and this is an important thing to take care of these 
companies, a list to which by type I refer—that when in any company 
the interest required to maintain reserves is greater than the 80 percent 
allowed to be deducted, such company would deduct an amount equal 
to the 80 percent plus the difference between the 80 percent and the 
actual percentage of investment income required to maintain its own 
reserves. 

Some such provision is necessary if companies such as I listed earlier 
in this testimony are to have the opportunity to develop soundly. It 
isa very necessary relief provision in any enactment of an amended 
version of the Mills law and is of even more vital importance if the 
1942 law were to be allowed to stand. It will not greatly reduce the 
total tax take but it will enable Sy growing companies to develop 
properly. Conversely, if it or something like it is not adopted it will 
handicap them severely. If this suggestion is adopted, these com- 
panies will produce increased income “which over the years will bring 
them in time healthily under the regular percentage requirements of 
the law. 

A bill embodying the present Mills law with amendments as sug- 
gested above would, many of us believe, solve this tax problem. On 
the basis of 1958 operations as they now appear it would produce taxes 
of approximately $425 million as compared to $290 million collected 
in 1957 by the Mills bill, a gain to the Government of $135 million. 
Year by year as the business grows, the taxing results of this legisla- 
tion would neat pace fairly with the true profits generated by the 
industry. 

In making these suggestions for legislation there is no reference to 
a deduction ‘sought by several companies for pensions and profit shar- 
ing and annuities plans, a point to which former Congressman Hogg 
testified very well here earlier today. 

Your committee will recall the ‘body of argument made for such a 
deduction, for when the Mills bill was passed « originally by the House 
such a deduction was included. The Senate removed it from the bill. 
I have omitted reference to it in my computation because it is a con- 
troversial issue and one which Congress will have to resolve. The 
facts upon which to base a decision are available readily to your 
committee. 

To sum up, the proposed legislation advocated herein will produce 
adequate taxes. 

It will preserve the niceties of competitive balance among the com- 
panies as it now exists. 
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It corrects by compromise but to a reasonable degree serious inequi- 
ties produced by the 1957 law. 

It changes the 85 percent to 80 percent which clearly, in my judg. 
ment, is the most justifiable ratio considering the true requirements of 
the business in the aggregate and which represents slightly less than 
the average of the last 5 years of secretary’s ratios. 

It corrects the situation where a few life companies which do a pre- 
ponderantly term and group business with but small policy reserve 
accounts and practically no investment income do not now pay what 
is considered to be adequate taxes. 

It will permit taxes to follow operational results, going up in volume 
as profits increase. 

Life insurance is a growing institution. Year by year, the increase 
in insurance-in-force is dramatic. In the last decade it has more than 
doubled. This growth has added great strength to our economy and, 
in my opinion, has been good both for our people and for our country. 
But life insurance is growing in another way. In the 7 years from 
1950 to 1957 the number of life insurance companies increased from 
651 to 1,246. 

Our expanding life insurance system is not only protecting people 
and caring for their beneficiaries but it is investing live dollars in the 
American society—dynamic dollars which build a country and from 
which payrolls and homes spring into being. 

It is important that your committee see life insurance both in the 
aggregate and in its components. 

Based on 1957 operations, of the 1,246 companies, the 12 biggest mu- 
tuals have 52.86 percent of the insurance-in-force, 51.84 percent of the 
premium income, 64.06 percent of the assets, 64.29 percent of the invest- 
ment income, and pay 62.39 percent of the Federal income taxes. 

The rest of us—1,234 companies located all over the United States— 
have 47.14 percent of the insurance-in-force, 48.16 percent of the pre- 
mium income, 35.94 percent of the assets, 35.71 percent of the invest- 
ment income, pay 37.61 percent of the Federal income taxes. 

In any tax bill which your committee writes may I suggest that you 
bear in mind not only the astronomical aggregate of life insurance, 
which are so heavily concentrated in a few giant enterprises, but also 
the more than 1,234 other companies which must grow in the most 
highly competitive market in the world. Their development is very 
important to tomorrow’s burgeoning America with its fantastically 
a population. 

I deeply appreciate the opportunity your committee has afforded 
me to testify for principles of taxation in which the great preponder- 
ance of us in the life insurance business believe sincer rely, to point out 
dangers in the total receipts proposals which we know to be very real 
and to make such suggestions as we believe to be sound for the solu- 
tion of this vexing problem. 

The Cuarrman. That concludes your statement, does it, Mr. Lloyd! 

Mr. Lioyp. Yes. Thank you, Mr. Mills. 

The Cuarrman. Mr. Lloyd, we appreciate very much your appear- 
ance before the committee and the very interesting statement to us. 

It has been somewhat of a revel: ation to me that fr ankly I did not 
know in 1955 that we were coming so near to the millenium in taxation 
of life insurance companies. But you almost convinced me that with 
a few amendments we would have been there. 
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Mr. Luoyp. You did a perfectly scholarly job, Mr. Mills and Mr. 
Curtis, I say that to you. 

The Cuarrman. I join the other members of the committee to thank 
you for this recommendation of our work. I had some questions I 
wanted to ask but I understand Mr. Baker wants to inquire. 

Mr. Baxer. I would like to ask a few very brief questions. 

Mr. Lloyd, I commend you for your frankness and fairness in 
the approach to what I conceived to be the fundamental, basic issue 
involved though not necessarily determinative of what type of tax 
bill would be passed. That is with respect to the purpose of the 
mutualcompany. On page3 youstate: 

In our mutual company we believe that we are in business to make money 
for our policyholders just as a stock company is in business to make money 
forits stockholders. I believe that any net profits a mutual company makes (and 
it does make profits) should be taxed by the United States Government at the 
regular corporate rate of 5 percent or whatever the corporate rate happens to 
be. 

Now nothing could more accurately reflect my conception of the 
matter. I said earlier in my examination of one witness that premium 
refund payments have been known as dividends all the way back as 
far as we know at this stage. Payments made by mutual companies to 
their policyholders have always been known as dividends. Now surely 
Iam to assume from your entire testimony that some portion of this 
payment to policyholders known as dividends does represent earnings. 

r. Luoyp. Yes, Mr. Baker. If you will turn over to the bottom 
of page 5—may I interpolate this? I don’t know how long they have 
been misknown as dividends. They have been known as dividends 
ever since I have heard the term used. It is a good deal like premiums. 
I don’t think what we call premiums is a premium at all. I think it 
. adeposit. But we have those terms in the business and we inherited 
them. 

Mr. Baxer. If I could interrupt you there, certainly I do not con- 
tend that all of the payments made by mutual companies to policy- 
holders are dividends in the sense that dividends are on stocks. I 
meant no such contention at all. 

Mr. Luioyp. That is right. At the bottom of page 5, sir, I go into 
the fact that in addition to what is certainly a return of any overcharge 
that has been made we call that a dividend regardless of whether it is 
truly called that or not 

Mr. Baxer. I understand. 

Mr. Liuoyp. In that there may well be that which grows out of the 
investment of that portion of the deposit which became a part of the 

licy reserve. The policy reserve is invested at compound interest. 

f there is excess interest over the guaranteed interest, all or part of 
et interest can well be returned in the dividend and is and has been 

one so. 

Mr. Baxer. It is a return of a portion of the deposit ? 

Mr. Luioyp. That is right. Under the investment income basis of 
taxing life insurance companies it is taxed. 

Mr. Baxer. If all payments made to policyholders were simply 
return of premium adjusted for mortality experiences, there would 
be no incentive whatever to own a policy in a mutual company that 
Ican see. You have a hope that you will get some part of a well- 
managed company by not paying excess salaries, by not speculating, 
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by investing properly, that some portion of my policy is coming back 
to me, by reason of good management. I am saying that in the right 
sense ¢ 

Mr. Luoyp. Yes. 

Mr. Baker. That has been my conception and I do not want to be 
disillusioned about it. I realize it is hard to put your finger on what 
portion of that part is true dividend. 

Mr. Luoyp. If I have left you disillusioned, Mr. Baker 

Mr. Baker. No. You have “dis-disillusioned” me. 

Mr. Lioyp. At this point, because I know I tried to make clear that 
in the elements in which there is an imponderability, there is no ques- 
tion about that portion of the premium deposit which must be put into 
reserve. We cannot return that to you. 

Mr. Baxer. That is in the contract. 

Mr. Luoyp. That is right. There is no question about that portion 
which we pay out to the agent for producing the business. But if we 
can squeeze down our home office expenses, which is kind of hard to do 
in sallalionery times, but the companies are pretty well doing it, if we 
can make some mortality gains, those two things we should return 
to you. As mutual companies, we do. 

Mr. Baxer. And a little more careful with your risks; is that one 
element that goes into it? 

Mr. Liuoyp. That is one element of it; yes, sir. 

Mr. Baxer. In short, in the well-managed company, a policyholder 
may well expect to get something by this term “dividend” other than 
just a return of premium ? 

Mr. Luoyp. I think a proper portion of the two items I mentioned, 
the home office items and the mortality item, are the two items in 
which he can expect to get something back, and management plays & 
part in both of those things. 

Mr. Baxer. Just another-question or two. There are no legisla- 
tive restrictions, as I understand it, Federal or State, on the amount 
of dividends or return of money that a mutual company can make to 
its policyholders, no ceiling? 

Mr. Luoyp. Mr. Baker, I know of none. I am not too familiar with 
them. I once knew them pretty well, but I know of none. 

Mr. Baxer. Let us start from the end of the dilemma. 

There are certain contractual obligations that they must return 
certain amounts if they can. 

Mr. Lioyp. You lost me around the last turn. 

Mr. Baxer. Part of this participating premium must be returned 
if they can do it and still maintain adequate reserves and safety 
factors. 

Mr. Lioyp. If you have a participating contract we agree in a con- 
tract to return to you on the basis of the apportionment by the board 
of directors of your participation in those gains. 

Mr. Baxer. That is what I am talking about. 

Mr. Luoyp. Yes. 

Mr. Baker. So you do by contract agree to that extent ? 

Mr. Luoyp. Yes. 

Mr. Baxer. Now, in this ceiling there is nothing that you know of, 
either Federal or State or contractual, other than the elements of State 
regulation, from a safety standpoint, that would prevent return of 
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tremendous amounts to policyholders and thereby result in payment 
of no Federal tax whatever ? 

Mr. Lioyp. There is nothing that I know that would limit it except 
the prudent judgment of the management, or perhaps if it did get out 
of line there was the restraining hand of the intelligent insurance com- 
missioner. 

Mr. Baxer. I modified that with the safety factor. As long as you 
comply with the State laws, the insurance commissioner cannot restrain 
you, as long as you maintain adequate reserves and keep yourselves in 
position from a statutory standpoint to carry out your contract. Under 
those circumstances, there is no restraining influence to prevent either, 
on the one hand, piling up a tremendous accumulation by not paying 
taxes or paying it all out to policyholders and pay no taxes? 

Mr. Luoyp. Mr. Baker, may I take a little more time in order to 
answer that ? 

In the first place, I will answer a comment on the last thing you 
said. A mutual life insurance company which is admitted to do busi- 
ness in New York cannot develop and hold surplus in excess of 10 
percent of its assets. Am I right about that? ‘There is that limita- 
tion upon the perhaps 200 or 300 companies which do business in New 
York. 

I know of no other such limitation in any State law. 

Mr. Baker. That is one of the safety factors. The next one is just 
a simple question. 

You are the president of a fine mutual company, and I think you 
are a man of great ability. Is it not conceivable that these great 
mutual companies, including your own, could, on a total approach 
basis, a corporate basis, pay out to their policyholders, all of them, to 
the extent that not a one of the companies would be liable for any 
Federal income tax ? 

Mr. Lioyp. I said practically that, sir, in this testimony, and that 
is what I am afraid of; yes. 

Mr. Baker. That isall. 

The Cuarrman. Any further questions? 

Mr. Lloyd, I have just a few questions. 

On page 12 of your statement you did give us some criteria to go 
by in the development of a permanent formula that I think all of us 
will want to bear in mind. 

In what way does the suggestion that we go part way in both direc- 
tions of either investment income, in the first step, or this surplus 
interest and the total income approach in the second, depart from your 
suggestion that the bill should be one which will tax all companies 
alike and all upon their true income? 

Mr. Luoyp. Mr. Mills, I think it will tax them all alike, but it will 
not tax them on their true income to the extent it taxes part of their 
premiums; it taxes something that is capital and is no income. That 
Is my point. 

The CuarrMan. Let us take your suggestion for using the 1955 stop- 
gap and reducing the differential from 85 to 80 percent. 

Mr. Lioyp. Yes, sir. 

The Cuatrman. Can we be assured that that will tax all companies 
alike and all upon their true income ? 
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Mr. Luoyp. Are you asking me—I just want to clarify this—how J 
arrived at the 80 percent ? 

The Cuamrman. No, sir; I am just asking you a simple question, 
whether or not if we take your proposition and reduce the 85 to 80 
percent with your provision for the individual company and it may not 
have as much as 20-percent free investment income to adjust its tax to 
its true free income, if you can assure us that that provision will tend 
to guarantee that it will tax all companies alike and all upon their 
true income. 

Mr. Lioyp. All of the tax that will be levied will be upon true 
income; if you do not go to No. 7 you will get more than true income 
from some companies. 

The CuarrmaNn. I am leaving out the specialty companies until we 
get to that. 

Mr. Luoyp. Yes. 

The CuarrmMan. I am thinking in terms of this. Now you do pro- 
vide for the company that does not have as much as 20-percent free 
investment income to be taxed on the basis of what its free investment 
income is. What if a company has more than 20 percent of free 
investment income? Can we say that we have taxed that company 
on its true income and that we have taxed all companies alike because 
in one instance we have applied a 52-percent rate of taxation against 
what is free investment income, and that is all of it, and in the other © 
instance we have applied a 52-percent rate of taxation against some- 
thing less than all of the free income? 

Mr. Luoyp. Mr. Mills, I think you can say with accuracy that you 
have taxed them on their true income, but in some instances you have 
not taxed them on all of their true income, and I cannot sit here and 
tell you that you have. We are again dealing here with an averaging 
factor, sir. Unless you get away from the averaging factor, you are 
never going to get to the true company-by-company basis for taxing 
life insurance companies. 

The Cuarrman. I know we start out with an averaging factor but 
we let it work one way, if we have dug too deep, but your suggestion 
does not provide a method of going the other way, if we have not dug 
deep enough. 

Mr. Lioyp. The only way I know to go the other way is to take out 
the averaging, sir. 

The Cuarrman. I know. But I am going on the basis of your sug- 
gestion. Would you now have us go on a company-by-company basis? 

Mr. Liorp. I am not advocating that, sir; no, sir. 

The Cuarrman. In the instance of the company that has less than 
20-percent free investment income, what you advocate does mean 4 
company-by-company basis. 

Mr. Lioyp. No. I borrowed a leaf from the Treasury’s book when 
they began to split things, and:I split it in the middle. I gave them 
the middle point between their own and the average under my No. 7, 
if vou will look at that, Mr. Mills. 

The Cuarrman. Yes, sir. I want to get to that a little later. We 
are talking about a company now that doesn’t engage in this specialty 
business. ; 

Mr. Luoyp. I am not talking about the specialty company, sir. 
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The Cuarrman. I am trying to measure your suggestion against the 
criteria of what you set up for being a good bill. I said ahead of time 
that I think these criteria are subjects that we should consider and 
must consider in connection with the establishment of a good perma- 
nent law. I like your thought that it should be a bill which will tax 
all companies alike and all upon their true income. I am trying to 
find out how we can best get to this matter of true income. That has 
been a question I have asked of several of the witnesses during the 
course of the week. 

The industry as a whole, as you know, prepares statements that it 
files with the insurance commissioners of the State for purposes of 
showing the solvency of the company, the industrywide average of the 
free income, that is, income not needed to carry out its commitments. 
In 1957 it was almost 30 percent and in 1958 it is estimated will be 
more than 30 percent. It has been said that we would not take that as 
a reflection of earnings for purposes of taxation. But must we walk 
away from that figure to as much as 80 percent in order to get to the 
true income of the company if it is only investment income ? 

Mr. Lioyp. I picked the 80-percent figure because it represented— 
if I may refer to my papers here, hopefully. 

The Caarman. The point, Mr. Lloyd, is if we take your proposi- 
tion, I have to tell some other people that and have the benefit of your 
testimony, why we take the 80 percent, and that it is justifiable for 
us to take it. 

Mr. Luoyp. Mr. Mills, I picked the 80 percent empirically. 

The CHarrMan. Just like we picked the 85 percent ? 

Mr. Luioyp. And priaienadioa lie: about like you picked the 85, yes; 
I did, however, have this much study behind it and this much rationale 
behind it. If you take the Secretary’s ratios for the years 1953, 1954, 
1955, 1956, and 1957, and average them out, you get 0.8221. If you 
take them for the period 1954 through estimated for 1958, you get 
0.7967. If you take the 1950 stopgap law figures as nearly as we can 
compute it, you get 0.7614. 

I am undertaking to testify here for something in which I believe 
in implicitly, but not for something that I would put on the statute 
books if I alone could write the taxes. I would not go into this global- 
ization thing at all. But I conceive from 

The CHarrman. How would you do if you were writing it ? 

Mr. Lioyp. If I were writing it, I would put it on a company-by- 
company basis, on an investment income basis. 

The CHarrMan. On investment income basis, company by company ? 

Mr. Luxoyn. I am not advocating that in this testimony because I 
think it is presently impractical. 

The Cuatrman. If you were in my place and the other members of 
this committee and you do it that way, but from the position where you 
sit you tell us it is not the practical way of doing it. I don’t quite 
understand. 

Mr. Luoyp. No, Mr. Mills. If I could translate myself from this 
seat into your exalted one, sir, and out of my limited experience in a 
much lesser legislative body, I would say we take the complex prob- 
lems of business and industry as they come up in taxation and we ar- 
rive at the best solution, whatever aspect of the situation. 
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I believe earnestly, that what I think your committee, having heard 
testimony, I know, before, for the company-by-company basis be- 
lieved when it came up with the 85 percent average. 

The Cuamman. We thought at that time that it was not practical 
to go on acompany-by-company basis. We also thought—— 

Mr. Lioyp. That is the general opinion in the business. 

The Cuamman. That is right. And I value that opinion. We 
thought also at that time that it was impossible for us to prepare 
legislation approaching a solution of this problem from the total 
income approach. We felt that way about it. 

I have been somewhat Dictruea with a suggestion that has been 
made during the course of these hearings, that in place of the use of 
our time-honored device of investment income that we use the theory 
of the formula that was developed by Mr. Menge called the surplus 
interest formula. Are you acquainted with that formula? 

Mr. Luoyp. I am acquainted with it, sir, and I find much in it to 
commend it, and I would not criticize the committee one bit if it 
adopted it. I would think it had done a good job. 

The Cuamman. Would that give us some better basis for selection 
of true income? 

Mr. Luoyp. It certainly would be as good a basis, and it could well 
be a better basis. I would think, however, for the weight of whatever 
it is, I recommend that the committee stay with the 1957 law approach, 
The so-called Menge provision has much to recommend it, and does 
put it on a company-by-company basis. 

Ra CuarrMAN. Let you and I just talk confidentially here 
about 

Mr. Luoyp. That is kind of hard to do. 

The Cuarmman. About public relations. I say let you and I talk 
about public relations. If your industry is going to continue to 
submit one statement to the State commissioner of life insurance for 
purposes of reflecting solvency of a company, that reflects investment 
income that is free to the extent of 30 percent, and we follow the in- 
vestment income theory of taxing life insurance companies and do 
not come closer to approaching that figure, than what you are sug- 
gesting or what has been suggested by others, I doubt that you and 
I and the rest of us would ever be able to convince the public that we 
were getting at the true income of life insurance companies or that 
we were actually levying a corporate rate of taxation on true income 
of life insurance companies. But if we can tell the people that we 
have as a basis of our taxation a formula that assesses as surplus 
interest that which companies earn in excess of the interest that they 
must earn in order to carry out their commitments are we not in a 
better position to tell the public that we are getting a true income and 
the surplus of the insurance company’s needs to carrying out of the 
contracts of the company ? 

Mr. Luoyp. I think that is right, Mr. Mills. I think what you are 
dealing with that on my 

The Cuareman. If I am right I would think that the industry would 
want to get in a position taxwise of enjoying the best possible public 
relations that it could enjoy. 

Mr. Luoyp. I would say this, that our public relations taxwise are 
about as bad as they can get. 
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The CuatrmMan. Those of us that have to handle the legislation 
realize that because we still get involved in the same kettle of fish. 

Mr. Luoyp. I don’t want to go beyond the time you want me to 
testify. But I do want to call your attention to the fact that you are 
dealing in the Secretary’s ratio with part averaging and part company 
results. You are dealing in the Mills-Curtis bill with an empirically 
arrived at ratio. There is a body of argument which is not to be 
lightly brushed aside on this question of whether or not there should 
be some companywide averaging in these formulas. I have in our 
company, and I know many others, situated like us, bowed to that 
rationale because we believed in the sincerity of it. I think this com- 
mittee ought to think about it pretty seriously before it would abandon 
a modified form of averaging. I am sure you are familiar with the 
argument that it is possible to manipulate reserve interest require- 
ments. I do not consider that as serious as some people do. But it 
exists as a body of argument that comes from highly specialized and 
learned men and deserves our attention and your attention. Because 
I have not wanted to abandon what has been this committee’s hereto- 
fore economic position and the life insurance companies’ historic posi- 
tion, supported by that body of rationale, I think the 80-percent figure 


is a justifiable, workable figure, which will over the years work out 
very well for the Government, for the life insurance business and in 
the beginning produce something more than $400 million, which is a 
little more nearly what many people in the business and out of the 
business think the business ought to pay. 

The Cuarrman. You mean that is for 1958? 

Mr. Luoyp. Yes. I am pretty certain, sir, reasonably certain, be- 


cause I am pretty close to them, that most of the life insurance com- 
panies even those who would not throw their hats in the air, would 
say, “Well, that was a pretty fair solution of a very difficult problem.” 

The Cuarrman. Are there any further questions? 

Mr. Lloyd, I want you to be assured that these suggestions for 
consideration in whatever we will do, I am certain, will be borne in 
mind by all of us as we try to develop a permanent solution. 

Mr. Luoyp. Thank you very much. 

The Cuamman. We appreciate having you with us. We appreciate 
your testimony on this subject. 

Mr. Lioyp. Thank you, sir. 

The Carman. Our next witness is Mr. James Y. Wilson. 

Mr Wilson, for purposes of this record, will you identify yourself 
by giving us your name, address, and the capacity in which you 
appear ? 

Mr. Wiuzson. Yes, sir. 

The Cuarrman. While you are getting ready to do that, Mr. Her- 
long has regretted that he could not be here this afternoon while you 
are testifying. He endeavored to get you set up earlier this morning 
so he could hear you. 

Mr. Wuson. Thanks. 
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STATEMENT OF JAMES Y. WILSON, EXECUTIVE VICE PRESIDENT 
OF WILSON NATIONAL LIFE INSURANCE COMPANY OF LAKE 
CITY, FLA. 


Mr. Witson. Mr. Chairman and gentlemen of the committee, my 
name is James Y. Wilson. I am the executive vice president of Wilson 
National Life Insurance Company of Lake City, Fla. Right here I 
would like to say that I thank Mr. Lloyd for the latter part of his 
written testimony, in which he referred to many of the smaller com- 
panies and their effect on the dynamic economy of our country, and 
I think it laid a pretty good preface for my testimony in showing 
the effect of our present tax laws and the possible future tax laws 
on some of our very small companies. 

Our company—that is, the Wilson National Life Insurance Com- 
pany of Lake City, Fla.—is a small stock, operating only in Florida, 
Our capital is $100,000, and over 80 percent of the outstanding stock 
is owned and controlled by my family. 

Our company was organized in 1933 as a funeral benefit insurance 
company with a capital of only $25,000. Subsequently the capital 
was increased and the company qualified as a regular life insurance 
company. The increases in capital stock were subscribed and pur- 
chased by members of my family. The company has never paid any 
dividends since it was organized. 

Last year, 1957, our company had an operating loss of $14,512, and 
then had to pay, on top of this, a Federal income tax amounting to 
$4,460.51, driving our total loss to $18,972.81, and decreasing our 
company surplus by such amount. 

In 1956 we had an operating loss of about $1,500, on which we 
paid United States income tax of $4,494, driving us to a net loss 
for that year—this is 1956—of about $6,000, and decreasing our com- 
pany surplus by such amount. 

In Florida, and all other States, I assume, a life insurance company 
must always have a surplus or it is considered impaired in its capital 
and subject eaediaiets to being forced to reorganize with more 
financing, or of being place in receivership by the State insurance 
commissioner. The present system of the Federal income tax could, 
theoretically, drive us into receivership if we sustained a large oper- 
ating loss and then had to pay several thousand dollars income tax on 
top of such loss. We, of course, would put up any additional money 
needed by our company to keep the capital unimpaired, but it is 
difficult for me to comprehend such an effect by a tax supposedly on 
income profit. 

We have had several good years prior to 1956 and 1957, but we 
needed all of the accumulations during these years to increase our 
company surplus in order to strengthen our company for the grow- 
ing that we needed to do. We feel that any small company should 
be allowed to accumulate a reasonable surplus, without taxing the 
profit, in order to provide such additional protection to its policy- 
holders. 

There are many very small life insurance companies throughout 
our country in situations very similar to ours. Such smaller com- 
panies are not organized—that is, in a separate trade organization— 
are not organized separately from the larger life companies, but I 
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am happy to say that the trade organization to which our company 
belongs, Life Insurers Conference, has endorsed the request of many 
of its smaller company members for some special relief in the Federal 
income-tax situation. Probably our smaller companies must plead 
guilty to waiting too long on making this request; however, like our 
company, they probably kept waiting and hoping that things would 

t better. Unfortunately, the cost of operation has continued to 
climb, and acquisition cost of new business has gone up even faster, 
with the result that it has been much harder to make headway the 
last few years than previously. In my company, the salary level per 
employee is up now about 30 percent over what it was 3 years ago, 
and it is continuing to rise. 

The most oppressive part of the Federal income tax on our company 
is the 1-percent gross tax on our accident and health insurance pre- 
mium, 90 percent of which, for us, is hospitalization and surgical 
benefit insurance. This portion of tax amounts to about 80 percent 
of the total Federal income tax that we pay, and the 1-percent gross 
tax is applied whether we make a profit on that business or not. 

As I recall that, about the same time this 1-percent tax was put 
into the law, all of our insurance companies throughout the country 
were being urged to extend their efforts to provide low-cost hospitali- 
zation and medical-care insurance to the American public. Federal 
legislation was even suggested to have the Government reinsure losses 
of companies experimenting in extra coverages. Then, in the face 
of this, a 1-percent gross tax was slapped on us after we in our com- 

any had written a considerable volume of hospitalization business. 
This was an increase on us of about four times what the tax had pre- 
viously been on our hospitalization insurance premiums. 

The profit margin is low and hazardous on hospitalization insur- 
ance, and the tax on a gross-premium basis is an unfair tax, in my 
opinion. Our company operating loss in 1957 resulted, we feel, di- 
rectly from the Asiatic flu epidemic that increased our hospitaliza- 
tion claims tremendously. It certainly does not seem fair for the 
tax to operate as it does. 

Most of our accident and health insurance business is renewable 
at the option of the company in order that we may provide it at a 
lower premium, particularly in our weekly premium debit depart- 
ment. This puts the full effect of the 1-percent gross tax on us, 
because in our operation we cannot write a large volume of non- 
eancelable accident and health insurance premiums, which is taxed 
similarly to life insurance premiums, and not on the 1-percent gross 
basis. We feel consideration should be given to making the tax on 
accident and health insurance a profit tax, as it should be. 

Our small companies feel that the life insurance industry is very 
willing to help us in our pleas, and I say that collectively because a 
group of us in LIC did get together in our Atlanta meeting, many 
of us having problems similar to mine, and I agreed to be spokesman, 
and the conference agreed to back us up in it, and we feel that the 
Congress should be willing to extend to our country’s small life insur- 
ance companies special consideration as was extended by the last 
session to most other small businesses throughout our country. We do 
not ask for any subsidy, any guaranty, loan, or anything else, except 
to be taxed only when we really make a profit. 
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This does not mean that we recommend a gross income basis of 
taxation for life insurance companies. We wholeheartedly agree with 
our larger stock companies that the investment income basis of taxa- 
tion is the only system that will produce a substantial tax equitably 
distributed throughout the industry. We know, too, that the very 
small stock companies would be the first to be ‘quickly put out of 
business by a competitive situation much more favorable to the large 
mutuals. 

Our request is for a special category for the very small companies 
that would result in our paying a tax only on actual profit. The pres- 
ent law establishes a special category for new companies, reco enizing 
the need for separate treatment ; although the exceptions provided for 
new companies still put such a high minimum tax on them that it is 
difficult to see how it is much help unless the company is really making 
a big success. 

It is interesting to note the present law provision for small com- 
panies. This is the tax on only 121% percent of the first $1 million of 
net investment income, and 15 percent of the net investment income 
over $1 million. To have a net investment income of $1 million, a 
company must have assets of at least $25 million, and a business this 
size is not usually looked upon as a small business. We realize that 
this break is good in the law because the giant companies make even 
a fairly good- ‘sized company look small, and there is such a difference 
between them that a different treatment is healthy. But we also feel 
that such provision does not help at all the really small company like 
ours and many others that have a total income, premiums, and invest- 
ments of under $1 million per year. 

I understand that specific recommendations should come later, how- 
ever, as part of my statement I would like to suggest a special con- 
sideration category for those life insurance companies having a gross 
income under $ 2,500, 000 annually and that the exception apply only 
as an alternative in order to keep a company from paying a tax on 
a loss or on a small profit needed for surplus. 

Further, I think that the allowable operating cost should not include 
any voluntary dividends, but that such allowable operating cost should 
not include any voluntary dividends, but that such allowable cost 
should include the acquisition pore of new business. The acquisition 
cost for new premiums is no more a capital expense than the cost your 
general agent incurs in developing the premiums that provide a com- 
mission for his income. 

An investment income tax with such exceptions for the very small 
company should be very good for our industry and our country, and 
should not result in any loss of revenue to the Government. 

The Cuamman. Mr. Wilson, I am interested in the details of your 
suggestion. 

You suggest a special category for those life insurance companies 
having a gross income under $214 million annually, that the exception 
apply “only as an alternative in order to keep a company from paying 
a tax on the loss or a small profit needed for surplus. 

You would treat a company of that size, then, on the total income 
approach; would you ? 

Mr. Wirson. Only as an alternative, sir. 
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The Cuairman. That is what I am talking about. Would it be at 
the election of the company, that it could go on either the total income 
approach or investment approach ? 

Mr. Witson. I would say to pick up the wording that is now applied 
in the present law for certain new companies in which it says that for 
the purpose of subpart A, and so forth, “The life insurance taxable 
income shall not exceed the amount of the net gain for operations 
after dividends for policyholders and such.” 

That terminology is the framework that I would suggest after 
studying this because the regular law could apply, however, with the 
exception provided then that the provisions for us would provide 
that for the purposes of subpart A for such companies the tax would 
not exceed the application, or taxable income shall not exceed then the 
operating gain of the company. 

The Cuamman. Would you have as a lump life insurance and 
health and accident insurance in the same category for this purpose 
for the benefit of the smaller company ? 

Mr. Wirson. Yes, sir; I sure would. I think that 1 percent tax, 
I have heard a lot of people talking in favor of it. But increasing a 
tax by four times is a tremendous increase, and the way we have all 
been encouraged to write all the hospitalization and medical care in- 
surance we can to stave off socialized medicine, and then to slam a tax 
like that on, for my company we feel we have to write it in order to 
grow the way we would like to. There are other small companies that 
feel the same w ay and we feel it is certainly a big service. And if it is 
going to continue. Now I am looking forward to the time, of course, 
we get over the hump. The amount I suggested in there was where I 
would hope we would get over. Still I think that 1 percent gross is a 
burden and should be treated on a different basis rather than just a 
gross tax. 

The CxHatrmMan. Would it have any effect upon your present 
premium cost if we relieved the smaller company of this 1 percent 
tax ? 

Mr. Witson. Sir? 

The Cuatrman. Would it have any effect upon your premium cost 
if we relieved ne smaller companies of this 1 percent tax ? 

Mr. Witson. I don’t believe so. 

The Carman. You would not be in a discriminatory position be- 
tween the smaller and larger company ? 

Mr. Wirson. No, sir. We have a situation in my State that Florida 
has a premium tax on out-of-State companies. It says all companies 
will pay a premium tax, I believe, of 3 percent. It turns around and 
says a company domiciled in Florida, that portion of the premium 
collected in Florida, the pro rata part of the total cost is forgiven. 
My company does not pay premium cost, and we compete daily against 
companies that do pay the 3 percent. It is just that protective feature 
for smal] domiciled companies, that I don’t think makes much differ- 
ence. It gives us a break and it is a help and I think this would be 
the same way. 

The Cuarrman. I imagine your statement was prepared before you 
had the full benefit of the suggestions that the T reasury made for a 


combination method of taxing ‘life insurance companies. 
Mr. Witson. Yes, sir. 
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The CuairmMan. Had you had an opportunity to analyze that sug. 
gestion with respect to your own company ? 

Mr. Wuson. Yes, sir, I sure have. I found out that the only way 
that you can get any total relief on it is to have an operating loss equal 
to the amount of your net investment income. It would have taxed 
me less, but last year I paid a tax of nearly $4,500 on over $1,400 loss, 
I figured this up, and according to my figures now the tax would 
have been $1,730.91. It would have saved some money and I would 
rather have that than what we had last year. But I feel still it is 
just 
The Cuarrman. How much tax would you have paid if you had 
this suggestion in effect in lieu of what you did pay? 

Mr. Wiuson. $1,730.91. That would have saved me $2,700. But 
still, Mr. Mills, the effect of it, you deduct, you take the credit for the 
operating gain, you take from the operating gain, then the investment 
income. Then you divide it by two, the total of it. I had an operating 
gain of negative, $14,472.81, net investment income, $25,831.24. For 
a total negative, then of $20,303.05. Divided by two, that leaves 
$20,150.53. That is to be subtracted then from your net investment 
income leaves a balance of $5,679.67. I would have paid 30 percent 
tax on that, $1,703.91. So I would still have had to pay a tax of that 
amount on top of that size of an operating cost. I repeat there area 
lot of smal] insurance companies that are in the same shape. We have 
been kind of sweating this thing out, feeling that it would change, that 
the laws might change. But I don’t think anybody ever told our 
story before. I think when people think of an insurance company, 
they think of a giant, they don’t realize that there are really small busi- 
nesses. We ought to be bigger, I know, but we are not. And we are 
an asset to our community there in Lake City, Fla., and north Florida. 
We provide a lot of mortgage money, a good many jobs; we do a good 
service. Weare typical, I think, of a lot of other small insurance com- 
panies throughout the Nation. And I guess we are just reluctant to 
come in and say, “Now we have lost money, and we haven’t been doing 
too well and we would like to get some help.” 

The CHarrmaNn,. You started as a funeral benefit company in 1925, 
When did you become a regular life insurance company? What year! 

Mr. Wixson. Well, they changed the law; that forced us to do that. 
I believe that was in 1937. 

The CHarrman. You became a regular life insurance company in 
1937 ? 

Mr. Wirson. Yes, sir. The requirement for regular life insurance 
then was only $24,000 capital. We have increased since then to $100, 
000. In order to start a new company in Florida now, you have to 
have at least $100,000 capital and, I believe, $100,000 or $200,000 
surplus. 

The Cuarmman. Was this an unusual year last year, or have you had 
some years of net income on the plus side ? 

Mr. Witson. Yes, sir; that is right. We had some good years prior 
to then. But I should possibly have given the total situation of our 


company. Our assets are about $600,000; our surplus is now about 
$60,000. 
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The Cuatrman. You have been paying dividends over the years? 
Mr. Wixson. No, sir. In my statement I said we never paid a divi- 
dend. 

The Cuarrman. I thought that is what you said. This $60,000 is 
the earnings that you have had, and so on, that you accumulated ? 

Mr. Wiison. We put a lot of money into it—our family. We had 
itrough. One year we lost $60,000. 

The CHatrman. You put into it a whole lot more than is repre- 
sented in the capital ? 

Mr. Wiison. Yes, sir. I was pretty interested back there; the size 
of our comp: 

The Cuarrman. The reason I am asking you all of these questions, 
I just want to know about the problems you have. 

Mr. Wirson. I am proud for you to ask them, because I want to give 
you all the facts. 

The Cuarrman, I had always understood that a life insurance com- 
pany expects 7 or 8 years of trouble in the beginning and operate in 
the red in the beginning, but in time they would make some money. 

Mr. Witson. Mr. Mills, the operating cost has gone up so much 
lately. We could make a ‘lot of money on our premium income now 
if we a costs similar, per employ ee, to what we had 3 years ago, 
3 or 4 years ago. But our agents’ salaries have had to go up. We 
have hi a w meet the advance on it. Our clerical personnel and all 
the others. It is a factor that we simply have to be faced with, and 
it has outstripped us in our growth. 

The Cuarrman. In your meeting with other small companies, was 
your situation typical of the other ‘small companies, or is yours worse 
because you have so much accident and health ? 

Mr. Wirson. I would say it is typical, because most of the others 
have accident and health also. But there were a couple of companies, 
as I recall, who had no accident and health who were in a similar 
situation. One company was 75 years old that had never made any 
particular effort, apparently, to grow and had not reached a volume 
that would enable them now, since they did want to grow, to make 
that growth without enormous expenditures, and so they were show- 
ing up in the red considerably now. But the accident and health 
feature is the one that apparently threw out the other companies— 
was the most severely taxed. 

The Cuarrman. That is the one that is hurting you the most, is it 
not ? 

Mr. Witson. Yes, sir; it sure is. 

The Cuairman. All right. Any further questions? If not, Mr. 
Wilson, we thank you, sir, for coming to the committee and giving us 
this information. 

That concludes the call of the calendar for the day. Without objec- 
tion, the subcommittee adjourns until 10 a. m. tomorrow. 
(Whereupon, at 4:25 p. m. Wednesday, November 19, 1958, the 


subcommittee recessed to reconvene at 10 a. m. Thursday, November 
20, 1958.) 
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House or REPRESENTATIVES, 
SUBCOMMITTEE ON INTERNAL REVENUE TAXATION 
OF THE COMMITTEE ON WAys AND MEans, 
Washington, D.C. 

The subcommittee met at 10 a. m., pursuant to recess, in the hear- 
ing room of the Committee on Ways and Means, New House Office 
Building, Hon. Wilbur D. Mills (chairman) presiding. 

The Cuarman. The subcommittee will please come to order. 

Our first witness this morning is Mr. Cecil Woods of Chattanooga. 

The chairman recognizes Mr. Frazier. 

Mr. Frazier. Mr. Chairman, I take pleasure in introducing Mr. 
Cecil Woods, president of the Volunteer State Life Insurance Com- 
pany of Chattanooga. 

He is a very fine executive of a very fine insurance company and 
Tam sure that the committee will be more than happy to hear from Mr. 
Woods and will pay particular attention to the remarks that he makes 
before this committee. 

Lalso take pleasure in introducing Mr. Wood’s associates, Mr. Unruh, 
vice president of the Provident Insurance Co., also of Chattanooga, 
and Mr. Ruck, of the Volunteer Life Insurance Co. 

Mr. Woops. Thank you, Mr. Frazier. 

The Cuarrman. You are recognized. You gentlemen may be seated 
if you desire. 















STATEMENT OF CECIL WOODS, PRESIDENT, THE VOLUNTEER STATE 
LIFE INSURANCE CO.; HENRY UNRUH, VICE PRESIDENT, THE 
PROVIDENT INSURANCE CO.; AND HAROLD RUCK, ACTUARY, 

THE VOLUNTEER STATE LIFE INSURANCE C0., CHATTANOOGA, 

TENN. 


Mr. Woops. Thank you. 
Mr. Chairman, I want to thank my good friend Mr. Frazier, and 
also look up the mountain range from where I live to find a man for 
whom we have the highest regard as we do for Mr. Frazier, down in 
Tennessee, and Congressman Howard Baker. 

It looks, Mr. Chairman, as though we just about have got even 
around to country boys this morning and we are grateful for the 
opportunity. 

‘he CuarrMan. You are right at home, the way you characterize 
yourself, because all of us are in that same—— 
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Mr. Mason. Category. 

The Cuamman. Category. 

Mr. Woops. I have a very definite reason for having asked Mr, 
Henry Unruh to join me in preparation of this material. He is an 
eminent actuary in his own right for whom we have the highest re- 
gard. Even though we are competitors down in the same town we 
certainly have done a great deal of work to endeavor to bring out views 
before you in a clear and concise way, and also Mr. Harold Ruck 
our own actuary; and both of these gentlemen have kindly assisted 
me in preparation of this material. 

Mr. Chairman and gentlemen of the subcommittee, my name is Cecil 
Woods. Iam president of the Volunteer State Life Insurance Co., of 
Chattanooga, Tenn. Our company is 55 years old, with $567 million 
of life insurance in force. We rank 87th in size among the 1,100 to 
1,200 life insurance companies of our Nation, and apparently in testi- 
mony there have been a few more added. 

While I am appearing in behalf of my own company, the Volunteer 
State Life, I feel that I represent to a decided extent many hundreds of 
companies who find themselves facing the same competitive problems 
existing in accordance with the so-called total income tax method. 

Up until now, we the medium size and smaller companies, have 
been able to survive, build, and render life insurance service and pro- 
tection to many millions of our policyholders in direct and daily com- 
petition with all life insurance companies, large and small. We be- 
se this to be a healthy situation in our whole economy. This has 
been brought about because we have all been taxed under a law that 
distributes the tax fairly among all sizes and all types of companies; 
namely, the “net investment income” approach. 

I am decidedly of the opinion that many hundreds of companies 
operating as we do on the stock company nonparticipating plan can- 
not, nor should we be required to, compete with the large mutual com- 
panies with the privileges that go to them under any total (or gross) 
income plan yet devised. 

I believe, however, that I can bring this matter into proper focus 
before this committee by directing my views and comparisons to com- 
panies within our own size range. In so doing, I frankly admit that 
after 38 years of experience in this business, I find it difficult to compre- 
hend the tremendous figures necessarily associated with the operations 
of our larger companies. 

After long and careful consideration, it appeared to me that one 
approach to this problem of taxation would be to determine the actual 
taxable base produced by a stock company and a mutual company of 
comparable size. I again emphasize that I have reference to those 
hundreds of companies in the same size bracket as the Volunteer. In 
addition, it goes without saying that both the stock company and the 
mutual company are in the life-insurance business to provide insur; 
ance protection to their policyholders. Both, also, daily accept insur- 
ance risks which, depending upon the mortality of the group, can 
adversely or favorably affect the company’s total gain from operations. 

However, before any basis of comparison between a stock and a 
mutual company can be considered, certain elemental principles of each 
should be studied. 


illus 
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A stock life insurance company is organized by State charter through 

the contribution of capital and venges funds. Many life insurance 
companies, which include our present day mutual companies, had 
their origin in exactly thissame manner. Actually, under present-day 
requirements, it is virtually impossible for a new company to be organ- 
ized as a mutual company. Through years of growth and expansion 
many of these original stock companies “mutualized” and now repre- 
sent the largest insurance companies in our Nation. The product of 
the stock company as well as the mutual company is life insurance 
protection. In the stock company the policyholders or the “customers” 
of the company pay a fixed premium, stated in their policy, for their 
insurance protection. The stockholders guarantee the cost in advance 
and absorb any profit or any loss according to the actual experience. 

The mutual life insurance company, however, is a “cooperative” asso- 
ciation, has no capital stock and consequently no stockholders. This 
company is owned by its policyholders who in effect are both the cus- 
tomers and the owners of the company. The basic feature of the mu- 
tual company is that all savings and profits belong to the policyholders 
and are either held for their benefit and protection as surplus or eon- 
‘tingency funds or are distributed to the policyholders as dividends. In 
the case of the mutual company the policyholder pays each year a fixed 

remium (historically higher than the premium for a similar contract 
im the stock company) but the actual cost to him depends upon the 
amount of the surplus earnings and the amount of dividends deter- 
mined by the company to be paid on his policy each year. These poli- 
cies are referred to as participating policies, that is, policies entitled 
to dividends. 

In the initial period of development of the Volunteer, the capital 
and surplus paid in by the stockholders were significant factors in 
the company’s guaranty of payment. In later years, the weight of 
the role played by the original contributions decreased in comparative 
importance as contingency or guaranty funds were accumulated from 
earnings and left with the company to absorb unfavorable fluctuations 
and losses. In a mutual company, all funds belong to the policy- 
holders, and all profits arising from these funds and from the opera- 
tions of the business belong to them. The profits are available to in- 
erease this mutual company’s surplus as additional safety funds 
or to reduce the cost of insurance for its policyholders through divi- 
dends. 

Ihave always found it difficult to see where a mutual company policy- 
holder’s role as owner differs from a stock company shareholder. The 
latter’s interest in the company is determined by the number of shares 
of stock he owns. The former’s interest is determined by the size and 
type of policy he owns. The mutual company policyholder benefits 
from accumulated surpluses of previous generations of policyholders 
and the dividends he receives do not necessarily consist entirely o 
refunds of his own contributions. Perhaps one of our friends from 
a mutual company would care to elaborate upon this point. 

The question then arises as to “How does the total-income tax for- 
mula affect the amount of taxes which would be paid by a stock com- 
pany and a mutual company with exactly the same amount of busi- 
nes¢” In attempting to arrive at a comparison which would clear 
illustrate the amount of tax payable by each, I have taken the Vol. 
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unteer’s (a stock company) December 31, 1957, life insurance reserve 
and adjusted it to a typical mutual company reserve basis. In effect, 
then, 1 am assuming two companies, one the Volunteer State Life 
Insurance Co., which is a stock company, and the other a mutual 
company based on exactly the Volunteer’s size, age, and with the same 
distribution of insurance in force. 

Assuming this hypothesis, I have prepared a demonstration which 
is attached to my statement showing the additional margins necessary 
to establish this hypothetical mutual company which in all respects 
is the exact mutual counterpart of the Volunteer. I shall not attempt 
in this oral presentation to repeat the calculations shown in the dem: 
onstration, but I will give you only the results obtained from them. 

Premium rates, on the average, charged by mutual companies are 
10 to 25 percent higher, depending on the age and plan of insurance, 
than premium rates for similar contracts offered by the Volunteer, 
In the demonstration, I used 20 percent as an in-between figure. It is 
primarily from these higher premiums that our mutual company gets 
its money for dividends. However, the mutuals’ right to cut these 
dividends or eliminate them altogether if experience is bad has no 
counterpart stock company right to increase premiums by 20 percent: 
The Volunteer’s premium is an absolute guaranty and cannot be 
increased. 

Most mutual company reserves are based on an interest rate at least 
one-half of 1 percent lower than the Volunteer’s interest basis. This 
adjustment produces policy reserves of $2,718,000 in excess of thoseof 
the Volunteer. 

In addition, the Volunteer, as do most stock companies, uses a 
preliminary-term method of valuation, whereas most mutuals set up 
reserves on the net level-premium basis. The amount of this adjust- 
ment would be $3,996,000. 

The total of these usual adjustments produces total policy reserves 
for the mutual company of $61,075,000, as compared with the Volun- 
teer’s actual reserve of $54,361,000. 

The mutual company, as does the Volunteer, builds up surplus for 
fluctuations in mortality and other policy contingencies, possible de- 
creased interest earnings, and possible increased expenses. Statistics 
show that the amount of surplus generally carried by a mutual com- 
pany is on the average 714 percent of its total reserve. This produces 
a surplus of $4,581,000 for the mutual company. 

In addition to these immediately available funds, we estimate that 
a value of $4,984,000 can be placed on the future redundancies in 
premiums which could be retained in the event of an emergency. This 
estimate is formulated in more detail in the attached exhibit I. Asa 
result, the mutual company has effectively available $70,640,000 for the 
protection of policyholders, compared to the Volunteer’s $61,602,000— 
an advantage of approximately $9 million, or 15 percent. 

Assuming the Volunteer’s gain from operations in a typical year is 
$1 million (before Federal taxes), the corresponding gain for the 
mutual company, after dividends to policyholders, is $535,000. (See 
exhibit 2, part I.) Taxes for the comparable mutual company would 
be slightly over 50 percent of that of the Volunteer on a total-income 
formula. Even under a 20-percent Treasury compromise formula, 
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assuming no allowances, the tax base for the Volunteer would be 
approximately 40 percent more than that for the mutual company. 
(See exhibit 2, pt. II.) 

It follows from this demonstration that the mutual company, by 
increasing its dividends or by reducing them, has a control over the 
amount of tax paid. Furthermore, the stock company, the Volunteer, 
must, perforce, because it was at a $9 million disadvantage and has 
smaller funds available to meet its obligations than a comparable 
mutual company, accrue surplus for the protection of policyholders 
at a faster rate than a corresponding mutual company in order to afford 
the same degree of protection. Since it can only do this with after-tax 
dollars, it is automatically at a competitive disadvantage. Any total- 
income formula should provide larger allowances or deductions for 
nonparticipating business than for participating business to help offset 
this disadvantage. 

Gentlemen, this point cannot be overlooked or ignored. For us to 
remain competitive and actually survive in the life insurance business, 
there must be equity between the taxation of both the stock and the 
mutual companies. The total-income approach does not provide this 
equity. 

Since these hearings opened Monday I have endeavored to listen 
carefully and to analyze the presentation of the Treasury as well as 
some of my valued friends and colleagues from among the mutual 
companies. In the light of their statements, I feel it necessary on 
behalf of my company and other stock companies, to answer some of 
their arguments both in behalf of the so-called total-income approach 
as well as the Treasury compromise. 

I have served on the Joint Tax Committee for several years and this 
year under the chairmanship of Mr. Deane Davis, president of the 
National Life Insurance Company of Vermont. He is a very forceful 
man, a convincing speaker, a friend for whom I have high regard, and 
a life insurance man for whom I entertain great respect. He was 
exceedingly fair in his presentation on Tuesday to make it clear that 
he was speaking only for himself and in opposition to the views of a 
majority of the committee composed of both stock and mutual com- 
panies, a majority of which however are mutual companies. 

I operate a small company down in Chattanooga, Tenn., and do 
not pretend to be able to cope in debate with either Mr. Davis or Mr. 
Shanks, president of one of the largest financial institutions in the 
world who has an army of experts at his beck and call to spin out sta- 
tistics from his Univac or IBM machines to prove that the little Vol- 
unteer State Life of Chattanooga should pay more taxes and the great 
Prudential should pay less. 

I am very sure that if I represented one of the giant mutuals that 
I would be in favor of the total income plan and, failing that, would 
embrace the Treasury compromise. I have not had the advantage of a 
large actuarial staff that the big companies or their association have to 
construct impressive looking tables. However a few facts just seem to 
me to stick out through all the arguments made and even in the figures 

resented. I am not sure but I do not believe that I am wrong. I 
rmly believe that an analysis of the results will show that under the 
Treasury proposed compromise as presented to this committee on 
Tuesday, that is in their memorandum which came over Tuesday, that 
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although the plan purports to be a combination of the investment 
income and the total income plans, that surely if the 1950 law is used 
as the first step that every giant mutual in the United States will be 
taxed on the investment income part of the bill and will pay no tax on 
the total income part of the bill. 

Furthermore, I believe that if the first step in the Treasury plan 
is either the surplus income or the Mills bill formula, that most of the 
giant companies will pay on the investment income portion only and 
that all of them can get on the floor by increasing their dividend dis- 
tributions to the same proportion of their total gains as many other 
mutual companies pay. If there is a tax incentive to do so, why 
shouldn’t they ? 

Mr. Davis has two tables on pages 12 and 13 showing the total net 
gain and net investment income of 10 large mutual companies. I am 
sure he did not intend to impose upon the committee with these charts. 
The first two mutual companies on the list are easily identified be- 
cause they are two of the largest corporations in the world. Their 
net gain 1s shown as $90,394,000 and $62,711,000, respectively. It is 
not made clear however that this was after distributing dividends to 

olicyholders. In the case of the first company, the gain before 

ividends was $390 million which is approximately 70 percent of their 
net investment income. In the case of the second company, the gain 
before dividends was $341 million which was also more than 70 per- 
cent of their net investment income. That is a pretty big pasture to 
turn around in. 

The first company had free interest amounting to 31 percent of its 
net investment income, to wit, $170 million in excess interest avail- 
able for distribution to policyholders. The second company had $180 
million of free interest as compared to the $62 million of total gain 
shown after dividends. Company D which had even a larger pro- 
portion of its investment income of $206 million in the form of free 
interest added only $12,845,000 to surplus last year. 

I have no way of identifying the stock companies selected by Mr. 
Davis in his table. However, I have been provided with figures of all 
companies in the American Life Convention. The net gain of stock 
companies, that is, all of them belonging to the convention, before 
taxes in 1957 was $523,500,000. The net gain of mutuals before taxes 
and before dividends was $1,916 million. After taxes. and after divi- 
dends to policyholders, which amounted to $77 million, the stock com- 
panies put up $246 million in surplus as compared with the $367 mil- 
lion which the mutuals put up. 

This is because, as Claris Adams explained on Monday afternoon, 
the guaranteed price policies issued by stock companies and the lower 
reserves carried by them for technical reasons require much larger 
surplus. The mutual companies, though they had two-thirds of the 
business and three-fourths of the assets, because of their high reserves 
and their dividend cushions only thought it was necessary to put up 
$367 million in extra surplus. The stock companies thought it was 
necessary for them to put up $246 million. This was in a year utterly 
uninfluenced by any income tax considerations. 

I am not an actuary and I do not pretend to be one. TI am not an 
expert. I have been in the life insurance business for 38 years and 
have been trying to run a small company for 20 years but I know that 
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on the basis of these figures, stock companies could not pay a 52 per- 
cent tax on the total of their alleged yearly net gains amounting to 
70 percent of the taxes levied against mutuals under a real total in- 
come tax bill and I don’t believe that they could remain in competi- 
tion with the giant mutuals if the giant mutuals paid only on the in- 
vestment income and the stock companies although they have one- 
third of the business would have to pay 35 percent more of the taxes 
than they do under the present law which every mutual company up 
to day before yesterday has always agreed was fair and equitable. 

A few years ago I heard Henry Kaiser make a speech before the 
Life Insurance Association of America of which I am a member and 
of which I have been honored to be a director. 

He said that whenever he brought a new idea to a banker, the 
banker said to him, “Now, Henry, that sounds pretty good. TI tell 
you what you do. You go back and get blueprints, specifications, 
and estimates and bring them back and we will talk again.” 

All I am pleading for is that before this committee accepts a so- 
called compromise, however fair it may sound on its face, that just 
for the benefit of some of us small companies who are scared to death 
of it, that you get your staff to get the figures and really see whether 
the discrimination in favor of the big mutuals as opposed to the small 
stock companies is as great as I honestly believe it is. I am sure that 
you have technicians and the Treasury has who can develop figures 
which will show whether our fears are unfounded or whether the 
sudden affection of the large companies for this brandnew plan is 
affected somewhat by the philosophy that if it is good for event 


Motors, it is good for America. All I am asking is that you take a 


real good fair look at what it seems to be on the surface and con- 
sider what it will really do when the mutuals get a chance to operate 
under it. 

There is one other aspect of the matter which I urge you to give 
careful consideration. The Volunteer State Life and hundreds of 
other companies like ours may seem insignificant to the giants. How- 
ever we have over $500 million of insurance in force which is just as 
important to our policyholders as any insurance in force in America. 
Every policy we have issued has a guaranteed premium. In calcu- 
lating these premiums in this highly competitive market, dominated 
by the big mutuals, no such level of taxes as are now being talked 
about was in the contemplation of anyone, certainly not in ours. If 
the level is seriously raised, even on an equal basis with the mutuals, 
such mutuals would still have the tremendous advantage of being able 
to adjust the cost of such extra taxes through the reduction of divi- 
dends. By solemn contract, our premiums are firmly fixed. We have 
no such opportunity to adjust to a severe increase in taxes. This is 
another question of sheer equity which I hope your committee will 
give careful consideration. 

We, in our company as reflected in our position throughout the 
year, believe in the soundness and the fairness of a “net investment 
Income” approach to the taxation of a life insurance company—call it 
the Mills bill, stopgap, or whatever other name may be suitable. We 
believe that a bill can be devised and written along this line which 
will meet the tests laid down by the Treasury Department, namely, 
simple, understandable and productive of adequate revenue. We be- 
lieve it to be in the best interests of the insurance owning public. 





354 TAXATION OF THE INCOME OF LIFE INSURANCE COMPANIES 


Thank you, sir. 

The Cuarrman. That concludes your statement, does it, Mr. Woods? 

Mr. Woops. Yes. 

The Cuarrman. You have some exhibits that appear in your state- 
ment that will appear in the record without objection. 

Mr. Woops. Yes, sir. 

(The information referred to follows :) 


ExHrsitT 1 
Comparison of financial condition 
MUTUAL A 


Policy reserves adjusted as explained 

Accumulated surplus 

Estimated margin in “excess” premiums which could be collected on 
policies in force (say, 17 percent of Volunteer premiums for an 
average of 5 years) 


Total funds available to mutual A 
VOLUNTEER 
Policy reserves Dec. 31, 1957 
Capital, surplus, and contingency funds 
Total funds available to Volunteer 
EXHIBIT 2 


COMPARISON OF TAXABLE INCOME FOR TYPICAL YEAR 


Pt. I—“Total income” formula 


Mutual A | Volunteer 





Gain from operations (before Federal tax) (excluding redundancies in pre- 
miums and additional investment income on excess funds) _.-.........---- 

Additional gain from premium redundancies (20 percent of Volunteer pre- 
miums less 3 percent for expenses, net 17 percent) 

Additional investment income to mutual A and difference between its assets 
and Volunteer’s at 344 percent 


Total gain from operations before dividends to policyholders___..-...-- | 2, 139, 000 
Estimated dividends to policyholders (say, 75 percent of gain) 1, 604, 000 


| 


eh Ios oe hk On a a ok sk as 535, 000 1, 000, 000 


Pt. II—Treasury “compromise” formula (20-percent basis) 


| Mutual A | Volunteer 


Step 1: 20 percent of net investment income (assuming both companies earn 
344 percent, and recognizing larger assets of mutual company) $476, 000 $448, 000 


Step 2: Net gain from operations_- "535, 000 hear = 
Less step 1 —476, 000 


Balance 
50 percent of balance 
Taxable income (step 1 plus balance step 2) 


The Carman. I was interested in the last exhibit, exhibit 2, I 
believe it is, which is the comparison that you pointed to in your 
statement, between the Volunteer Co., and a mutual company that you 
had developed for this purpose. 
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Mr. Woops. Yes. 

The Cuarrman. With comparable outstanding insurance, and so 
forth. 

Let me take this so I can fully understand it because I think it goes 
without saying that members of this committee and Congress are 
always mindful of the desire and it is our purpose to try to establish 
equity within any decision that we make, so that we do not shift 
burdens from one to another, so that we do not make it impossible 
because of any inequity in our decision for one company to have an 
advantage over another. 

As I said on yesterday, I think the criteria laid down by Mr. Lloyd 
for the establishment of a sound approach is good. You heard him 
yesterday as he discussed the seven points that he thought we should 
consider in connection with a permanent solution of this problem. 

Your concern is that if we go to a total income approach or if we 
go part way toward a total income approach or if we do anything 
other than continue the net investment formula in the taxation of life 
insurance companies we will create a discriminatory situation be- 
tween stock companies and mutual companies to the endveitags of 
the stock companies. That is the substance of your point? 

Mr. Woops. Yes, sir. 

The Cuatrman. That we must stay with the investment theory or 
we do that. And you used this example to show what the effect 
would be on these two companies, yourself and this one you create, 
that is the mutual, so that we reach a taxable income of $505,500 in 
the case of mutual A whereas the taxable income would be $724,000 
to your company. That is the last page of the exhibit that I am talk- 
ing about. 

r. Woops. Yes, sir. 

The Cuamman. Let me go through this step by step with you and 
eae how you develop that difference because I want to understand 
it 1f 1 can. 

I understand your step one, where you make the assumption for 
the mutual comparable to the existing situation in the Volunteer. 

The second step is net gain from operations, $535,000 and the 
$1 million. Tell me just again how you get to those figures. 

Mr. Woops. That is exactly why I froaght my expert along. 

The Cuatrman. Fine. 

Mr. Woops. He developed it. 

The Cuarrman. All right. 

Mr. Ruck. I think, Mr. Mills, if you will turn to exhibit 2 there 
you will find an exhibit which will clearly state how we did arrive 
at those figures. 

The Carman. I had not looked at that. That is the next to the 
last one? 

Mr. Ruck. Yes, sir. 

The Cuatrman. We pass that one. All right. Less step one. I see 
that, the balance, and then 50 percent of the balance is $29,500 in one 
instance and $276,000 in another. You add those latter figures to 
the first figure you have in step one, and that gives you then this 
amount of taxable income that would be subject to tax under the sug- 
gestion of the Treasury as a compromise ¢ . 

Mr. Ruck. Yes, sir. 
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The Cuairman. Including both the net investment income theory 
as the first step and the total income approach as the second step? 

Mr. Ruck. Yes, sir. 

The Cuairman. What is the cause of that difference, now, in addi- 
tion to what Mr. Woods may have said? Why do you get to that? 
Why do you have net gain from operations in one instance there that 
makes it $1 million and the other instance $535 million? You start 
out with gains from operations in both instances at $1 million on 
page 1 of your exhibit, additional gain from premium redundancies, 
$997,000. What is that? 

Mr. Ruck. We have assumed here that the mutual company is re- 
ceiving 20 percent more premium than the Volunteer. Allowing 15 
percent-of this for expenses and so forth, we have come up with a 
figure of. a net 17 percent of the Volunteer’s figures which would 
actually be the premium redundancies, that is, the excess of the mutual 
company ’s premiums over the Volunteer’s premiums. 

The Carman. That assumes that the additional 20 percent, ig 
charged for participating insurance ¢ 

Mr; Ruck. Yes, sir. 

The Cuarrman. And that it is retained by the mutual ? 

Mr. Ruck. Yes, sir. 

The Cuarrman. At this point you show it as a gain, of course. All 
right. _Now the additional investment income to mutual A 

Mr.. Ruck. Since the mutual company has higher reserves in its 
ourpios as illustrated in the statement than the V olunteer, applying 
the 314 percent interest rate to this excess we come out with additional 
inv astment income of $142,000. 

The Cuarman. I see. Then the total gain of the mutual under this 
computation would be $2,139,000. 

Mr. Ruck. Yes, sir. 

The Cuarrman. Whereas the gain from operations of the Volunteer 
would be $1 million ? 

Mr. Ruck. Yes, sir. 

The CuHarrman. Then the dividends to the policyholders is sub- 
tracted in the case of the mutual ? 

Mr. Ruck. Yes, sir. 

The Cuarrman. Is that the ordinary situation now, with that much 
of the dividends; would that much of the dividends be returned in 
these instances ? 

Mr. Ruck. Statistics have shown that; yes, sir. 

The Cuarrman. I see. 

You reach a taxable income now of $535,000 under the mutual, and 
$1 million under the Volunteer. 

What constitutes that $1 million under the Volunteer? You say 
“gain from operations.” You have no participating gain? 

Mr. Ruck. No, sir. 

The Cuatrman. As to this $1 million, then, the figure that you get, 
does that represent investment income ? 

Mr. Ruck. It represents investment income and all other gains that 
the Volunteer experienced during the year. 

The Cuairman. I don’t want to ask questions now that for busi- 
ness reasons you do not want to divulge. If this is a gain from all o 
erations and not just gain from your investment income, would it 
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violating some business practice if I should ask you how that is di- 
vided? If that information should not be made known because we 
do not ask these questions about individual companies unless it is al- 
ready a matter of record. If that is not all investment income would 
you be permitted to tell me what part of it is without domg-harm 
to your industry, and what the remainder consists of ¢ 

Mr. Ruck. I believe it would be a little difficult to do that right here 
and it might be better to present a statement to that effect. 

The CuatrrmMan. Fine. If you will put that in the record at this 

int, without objection, 

(The information referred to follows :) 

The $1 million gain from operations outlined in exhibit II, part I, is an 
assumed amount chosen by us for illustrative purposes only. This amount is 
not the Volunteer’s December 31, 1957, net gain from operations. We decided 
not to use the December 31, 1957, figure because it was not typical of Volunteer 
experience, being greatly reduced during 1957 by mortality fluctuations and defi- 
ciency reserves. The Volunteer net gain from operations in calendar year 1958 
is anticipated to be $1 million. 

In the illustration this $1 million gain is composed of surplus interest as well 
as amounts released by policy terminations and savings in expenses and mortal- 
ity. However, we do not consider these gains from policy terminations and 
savings in expenses and mortality “true” profits of the company. 

The fundamental idea of life insurance business is that it operates on the law 
of averages. Large numbers and extended periods of time are necessary for their 
validity. Because of this long-continuing liability, these amounts described 
above are set aside by the stock company to build up surplus for the protection 
of its policyholders. It must necessarily build up surplus funds at a faster rate 
than the mutual company to afford its policyholders the same degree of protec- 
tion since the mutual company has higher margins to begin with than the stock 
company. When these amounts are no longer needed for the protection of policy- 
holders, they can be disbursed as cash dividends to stockholders which are, in 
effect, the “true” profits of the company. 

The Cuamman. What did you use in your first step now over here, 
the Treasury’s first step, in reaching this conclusion for investment in- 
come? Did you use the figure of 80 percent of net investment in- 
come or what ? 

Mr. Ruck. We took the Volunteer’s net investment income, and 
we applied 20 percent to that figure and came out with the figure, the 
$476,000. 

The CuatrMan. Of course, 20 percent would be the tax base on step 
1. My 80 percent was the deduction. 

Mr. Ruck. Yes, sir. 

The CHatrMan. So you are taking 20 percent of net investment in- 
come. I wanted to point that out, 

Mr. Ruck. Yes; and since mutual company A had larger assets it 
had $142,000 as illustrated in exhibit 2 of that much more invest- 
ment income, the 20 percent applied to it was sufficient to create the 
$476,000 of net investment income for mutual A. 

The CuamMan. Let meask you. You talked about discrimination. 
I merely want to understand this situation. 

If a mutual in fact has no other income than that from investment, 
and everybody seems to say that is the case, but it is hard for me to.be- 
lieve that, but if that is the case and we apply a rule to both mutuals 
and stock companies that looks merely to the net investment income 
it is not possible still for a stock company to have as much as 50 per- 
cent of its overall income from some source other than net investment 
income? If we do nothing about that other income, does that, on the 





358 TAXATION OF THE INCOME OF LIFE INSURANCE COMPANIES 


other hand, constitute discrimination as between the two If we tax 
in the hand of one the only element that constitutes income, and in 
the case of the other we do not tax anything more than that though 
there are other elements of income, then can we say that that is not 
discriminatory by its action? 

Mr. Ruck. I don’t think you can, sir, because the mutual company 
does accumulate surpluses for the protection of its policyholders. Tf 
you will take a look at exhibit 1, we are trying to show there that the 
mutual company because of redundant premiums is in a much safer 
position than a stock company of corresponding size. This shows that 
for the equivalent company effectively a mutual company is about 
$9 million ahead from the point of view of strength of the company, 
and a stock company must accumulate surplus at a faster rate in order 
to keep up with it. 

I believe your question is taken care of by the industry subcommit- 
tee’s investment income approach because if it is not taxed under the 
investment part that money stays with the company to protect the 
»olicyholders and the shareholders can never get ahold of any part of 
it unless they pay the full tax rate on it. 

That, in effect, we are saying, we are putting the stock company 
in a similar position that they can leave the surplus earnings other 
than from excess investment interest with the company to protect the 
policyholders. As was said yesterday in Mr. Beer’s testimony, the 
Government interest becomes only secondary to that of a policy- 
holder. 

The Cuarrman. What prompts me to raise these questions is the ob- 
servation Mr. Woods made, and I am not questioning his statement at 
all, that going to the Treasury combination route would create dis- 
crimination in favor of the mutual. What I am trying to ascertain is 
whether or not if we go the route that you are suggesting, merely 
looking at net investment income, are we creating discrimination then 
under that in favor of the stock company? I ask that because I was 
much impressed with Mr. Lloyd’s seven points for consideration by 
the committee in connection with a permanent solution, the very first 
of which is this: “A bill which will tax all companies alike and all 
upon their true income.” I think that is a goal that we should strive 
toobtain. Ithink everybody will agree. 

If we merely look at investment income and some companies only 
have investment income, whereas other companies have other income 
than from investment, then are we taxing all companies alike and all 
upon their true income and not creating discrimination through our 
action ? 

Mr. Unrvun. I think the question boils down to this: Does a mutual 
company policyholder have an interest only in investment income and 
does he get returned to him any funds besides investment income that 
was not contributed by him ? 

I feel this way, personally, about it: That the mutual policyholder 
has an interest in the company just as much as any stock shareholder 
has, the stockholder has a market for his interest in the company 
whereas the mutual policyholder does not. But there is no reason why 
there could not be one. It is rather complicated and difficult to have 
one. 

But the point is that when the mutual company policyholder ter- 
minates his relationship with the company he has to sell back in 





TAXATION OF THE INCOME OF LIFE INSURANCE COMPANIES 359 


effect his interest in the company at a fixed price, namely, the sur- 
render value of his policy or the death claim if it happens to be ter- 
minated by death. . 

Actually, if he left a residue some other party is going to get that 
residue other than the man who contributed the money. In the long 
run, as these funds develop, some party other than the original con- 
tributor of the funds is going to benefit from them. You can take the 
extreme case where a mutual company stops in the insurance busi- 
ness entirely. What is to happen to all these funds and the assets of 
the company that are left when the last mutual policyholder goes off 
the books? That last mutual company policyholder owns everything. 

That is an extreme example. But 1 am just trying to illustrate the 
point. As I see it, any money that is left with the company for the 
policyholders’ protection, whether it is a stock company or a mutual 
company, is in the same position in either company. It is for the 
benefit of policyholders unless it is withdrawn by the shareholders. 
I do not believe that there is any real discrimination at that point. 

The Cuatrman. If the committee reported a bill and 1 presented 
it as a bill that does what you are suggesting, merely taxes the invest- 
ment income of all companies on an industrywide basis, and, say, 20 
percent of investment income, do you think I could take such a bill 
to the floor of the House and purport to the Members of the House 
that we have finally succeeded in the development of a bill which would 
tax all companies alike and all upon their true income? 

Mr. Woops. My answer to that, Mr. Mills, would be that I think, 
realizing the human element in the thing, of the Treasury problem 
involved of a fair distribution, that that is the only one that will 
come as near as humanly possible to do it. 

The Cuatrman. I know. But if we are going to do it now on a 
permanent basis, and this is a desirable factor that should be in our 
leh en. I want to be able to say that it is in there. If it is not 
in there and somebody asks me a question whether it is in there or 
not, I am going to be considerably embarrassed if I have to say it is 
not a bill which will tax all companies alike and all upon their true 
income and I know you do realize that, that that is one of the things 
about permanent formulas which we try to strive to develop and 
come near to it as we can. I do not want companies discriminated 
against under any tax legislation. I have made many, many speeches 
about the fact that there is discrimination already to too great an 
extent in the Internal Revenue Code to suit me. I would like us to 
be able to develop a formula here as we strive to perfect this area of 
the code that would permit me to say just what I have repeated here 
from Mr. Lloyd’s statement. 

Mr. Woops. We realize the problem. We said this in the second 
phase of my statement, Mr. Mills, as you will recall, that we have 
not had the time to study the full impact—and I do not think even 
your committee has, or your technicians—of this very thing. We are 
saying, and I continue to say, that we still believe that the only method, 
the only approach that has come up now to date, would be some type 
of sound“investment income approach, to distribute this tax just as 
fair as human minds can do it. 

The CHarrMAN. You agree with every other witnesses, who advo- 
cated the net investment income approach that the insurance industry 
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should not be required to go back to the 1950 law because the amounts 
that the insurance companies reflect in their statements to the insur- 
ance commissioners as gain is not for the purpose-of taxation but for 
the purpose of establishing solvency, and the net split that is reflected 
by the industry as a whole between the necessary net investment in- 
come to carry out its contracts and that which is free is not accurate 
for tax purposes. 

Mr. Woops. Yes, sir. 

The Cuarrman. If we apply, then, the net investment income theory 
across the board, you say 80 percent might be a satisfactory figure, but 
do we have any mathematical information or statistics of any kind 
that would disprove that 75 percent is not an accurate line of demarca- 
tion? Do you not see what I am leading to? 

Mr. Woops. Yes, sir. et hes oe 

The Cuatrman. If we continue with this, in my opinion, and it is 
just for whatever it is worth, but if we continue with this system of 
approaching the taxation of life insurance companies solely by looking 
at, investment income and do not come finally to the level that you 
gentlemen, yourselves, select as being your net or free investment in- 
come, the public will say that we have not reached all of you on the 
basis of your true income. If we look at that alone, just that we have 
not got all of the free investment income, so we continue this process, 
it seems to me that we face ultimately, some time or other, additional 
legislation and that this will not be permanent legislation if that is all 
we produce. If we can get as a first step in this proposition, Mr. 
Woods, something that looks to surplus interst rather than just to 
dollar investment income and try to draw a line between what you need 
and what you do not need, and I do not think there is anybody capable 
of doing that, certainly we are not, but I think we are capable of deter- 
mining whether or not you have earned 1 percent more interest in a 
year than are your reserve requirements. Company by company, I 
think we can do that. If we could look to that as the first step, and 
then if we made some mistake with respect to that calculation, and 
have another look at what is your total income, and go as far as pru- 
dence would permit in that direction, it seems to me that we will be in 
a better position before the public to say that you are being taxed on 
what is more representative of true income. I cannot avoid the thought 
that we make a mistake if we do not start out in this direction at this 
time, knowing the pitfalls that are ahead of us if we continue to ad- 
here to what we had in mind, because it is by the investment income 
theory that has subjected you, not you as an individual, or not you asa 
company, but the industry, to the public question of whether or not 
you are paying your fair share of these heavy tax burdens. I think we 
all realize that. If we continue under that theory and do not go the 
full way, we will not satisfy that question, I do not believe. Now, do 
you? 

Mr. Woops. Mr. Mills, I naturally observed your interest and your 
questions in these 3 long days of testimony. You have been exceed- 
ingly patient to get all of the information that you could possibly get 
from those witnesses to dev elop your ideas and I am suré the ideas of 
the committee along that line. 

I asked in the latter part of my statement for exceedingly careful 
consideration to see that discrimination did not follow. I have not 
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been able to go far enough to know all the answers because it has come 
in here at we might say the last moment. 

The CuarrmMan. Let me assure you, Mr. Woods, and every other 
interested person again, that I know of 'the desire of every member of 
this committee that we not engage in the establishment of any formula 
that is going to do anything other than what Mr. Lloyd suggested here. 
That we do, certainly, in this first point. 

Mr. Woops. That we believe. 

The CuarrMan. That is what we want to do. 

Mr. Woops. Yes, sir. 

The CuarrmMan. What we are striving to do is get enough informa- 
tion that will enable us to go into execute session and also there we 
will get additional information. It would be my desire to be able to 
look to this question of whether or not this suggestion does have any 
element of discrimination against the little in favor of the big. Now, 
this Congress is not going to lay down any rules for anybody, in my 
opinion, certainly this committee, that I think I speak for, weal not do 
it, that would favor the big over the small in any segment of our in- 
dustry. We want tobe nondiscriminatory. We want to treat all com- 
panies alike. And we want to be able to say that we have looked at 
their true income and we have assessed them on the basis of what is their 
trueincome. ‘That isall we want todo. 

Mr. Woops. We believe that. We, too, have been thinking about 
this free-interest thing, naturally. Before we leave if you will give 
me one more moment I think Mr. Unruh would like to just express his 
opinion of this thought that is in your mind in step one, if you give 
one more minute. 

Henry, would you do that ? 

The Cuarrman. Understand, now, I have not said I closed my mind 
on it or anything else. 

Mr. Woops. I understand. 

The Cuarrman. It has been an intriguing suggestion to me and of- 
fers, I think, some opportunity for us to get away from this very con- 
troversial question of whether it ought to be 75 percent, 80 percent, 85 
percent, or some other figure of net investment income. 

Mr. Unrun. There is necessarily a degree of artificiality to the 
method we used to get the free-investment income. That is primarily 
due to the tables which are prescribed for valuations bases and so 
forth, by the States. This is really a very difficult and technical sub- 
ject, and I think in making a proposal we have attempted as a practical 
measure to get at what we might for this purpose call the true excess 
interest or free interest. It is not altogether right but it is a reasonable 
measure, shall we say. I think it has one defect in that it is not as 
stable as having a flat 20 percent or a flat 25 percent or whatever it is. 

The CuarrmMan. You mean in producing revenue for the Govern- 
ment ¢ 

Mr. Unrun. In producing revenue; yes. 

The CuatrMan. I think that is right but we do not want to get 
revenue from people who have not earned it. 

Mr. Unrvun. The only point I want to make is that purely actuarial- 
ly by manipulation a company is able to change its own ratio. One 
reason, of course, is that the 30 percent that we have been talking about 
is as high as it is, is because of the policy which was undertaken by 
many giant companies in the midforties to put their reserves on a 
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very conservative low rate of interest. They dominate the industry go 
much that it cannot help but pull down the rate, the Secretary’s ratio, 
shall we call it, for all companies. This has been done deliberately, 
not that they wanted to pay more tax, but in order to get cash values 
high and so forth, that is necessary. That is one of the biggest 
problems the stock companies face today, is in competition to face these 
high nonforfeiture values which develop by assuming a very low rate 
of interest. That fact, together with the increasing investment yields 
in the last few years have tended to make this percentage larger and 
larger. Now, a company can deliberately start to reverse that trend 
for itself and that is the only point I want to make clear this morning, 
From that point of view a flat amount is more stable but actually I 
think the company-by-company basis is fairer. 

And all other things being equal, I think the basis which has been 
described in the Menge proposal is about as fair and practical way of 
-alculating it as can be devised. 

The CuarrmMan. Do you have any thought of what we might do if 
we should like this as a means of taxing insurance companies, this 
formula, Mr. Menge has developed? Do you have any idea what we 
might be able to do to correct this fault that you see in it? 

Mr. Unrun. No, I do not have any ideas right now. I have been 
thinking about it a lot and I have no ideas right now. 

The Cuarrman. Mr. Mason will inquire. 

Mr. Mason. I just want to make one observation, Mr. Woods. And 
that is, in my opinion you have made a rather clear and a careful 
analysis of the differences between mutuals and stock companies and 
the bearing that those differences have upon the tax matters of each. 
I think you also made the point or tried to that mutuals do have other 
sources of income besides the investment income, and therefore if the 
do, and that has not been proven as yet, we should look to them as well 
as to the other sources of income that the stock companies have. 

Is that one point you have tried to make? 

Mr. Woops. Endeavored to, sir. 

The Cuarrman. Anything else ? 

Mr. Mason. That is all, Mr. Chairman. 

The CuHarrmMan. Thank you. 

Mr. Woods, we thank you gentlemen for coming to the committee 
and giving us this very valuable information. 

Mr. Woops. Thank you. It isour pleasure. 

The Cuatrman. Our next witness is Mr. Charles A. Taylor. 

We are pleased to have you with us, Mr. Taylor, this morning. 
Would you please identify yourself for the record by giving your 
name and address? 

Mr. Taytor. My name is Charles A. Taylor. 

The Cuarrman. You are the president of the Life Insurance Com- 
pany of Virginia? 

Mr. Tayuor. That is right, sir. 

The Cuarrman. At Richmond? 

Mr. Taytor. Richmond. 

The CuarrMan. You are recognized, sir. 

Mr. Taytor. Thank you. 
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STATEMENT OF CHARLES A. TAYLOR, PRESIDENT, THE LIFE 
INSURANCE COMPANY OF VIRGINIA, RICHMOND, VA. 


Mr. Taytor. What I would like to show are some of the reasons 
why the Federal income taxation of life insurance companies should, 
in equity, differ in certain respects from the taxation applied to auto- 
mobile companies, banks, clothing stores, and most any other business. 

A very unusual situation exists in life j insurance. More than two- 
thirds of all the business done is done by mutual companies. Accord- 
ingly, if the stock companies, the minority, in business done, but 87 
percent in number, are to survive, the taxation of mutual companies 
and the possible competitive advantages therefrom, are of vital 
importance. 

I am confident that you gentlemen, above all others, beset with 
the problems of taxing mutual savings banks and farm cooperatives, 
are fully conscious of the difficulty of determining the true income 
of a mutual company. In the life insurance business, because of the 
large accumulation of capital funds and the investment income there- 
from, the problem is greatly intensified. 

For that reason stock companies doing business on the guaranteed- 
cost plan, consider it a life-or-death matter that the mutuals be not 
left free to underprice them through the use of tax-free dollars dis- 
tributed as policy dividends, much of which must be the investment 
earnings on previously deposited policyholders’ payments. 

I would like to interpolate here. I was not here yesterday, but I 
understand there was some question about it. There is no question 
about that fact in my mind. Thinking back to my days as an ac- 
tuarial student the proper way of distributing policy dividend was a 
three-factor method, one factor of which was an interest factor. 
While that principle, particular formula, may have been abandoned, 
I think the same ingredients are still there. 

Also I believe I have seen mutual companies advertise very proudly, 
and they have a right to be proud of the fact that they have either 
paid or accumulated for policyholders’ benefits more money than the 
total of premiums paid in since organization. It could not come from 
any other place but investment income. 

Under the system of taxation that has prevailed in recent years 
where the tax base is a portion of net investment income, this com- 
petitive problem does not arise. If we must break away from that 

system, it is my first plea that no change be made which will result 
in a tax disadvantage for guaranteed cost life insurance. What com- 
panies of our sort believe more menacing than an increase in the tax 
is an inadvertantly imposed disadvantage in competition through 
taxation which can lead to the abandonment of a thoroughly sound 
method of doing business for which there is a public demand. 

The second point I would like to discuss is that the determination 
of the true income of a life insurance company is a difficult problem 
even over a long period of years, because of the long-term nature of 
our contracts. It is extremely difficult over such a short period as 1 
year. Also, the problem is even more acute in the case of guaranteed 
cost companies than in the mutuals, who have a fair amount of lati- 


tude in adjusting errors in estimates and chance fluctuations through 
policy dividends. 
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By far the biggest item on the liabilities side of our statements is 
the policy reserve. The increase in that policy reserve is a large 
factor in determining income. That reserve is an estimate, based on 
actuarial principles, of the money needed beyond future premiums 
and investment income earnings, ‘to pay claims as they arise in the 
future. The death rates to be experienced are assumptions, or esti- 
mates, based on certain standard mortality tables prescribed by stat- 
ute. So also are the premiums to be received, and the interest to be 
earned. Obviously such calculations cannot be exact, and conserva- 
tism in the assumptions is encouraged by the State insurance depart- 
ments. Policy reserve valuation requirements by the States were set 
entirely with the thought of safety for policyholders over the long 
term and rough justice between different classes of policyholders in 
the interim. No thought was given that they would be used for exact 
computations of income for tax purposes. 

In this country we make annual valuations according to mortality 
tables and rates of interest specified in statutes. We ignore the ex- 
pense experience of a company and use instead a somewhat artificial 
net premium to determine our policy reserves. An advantage in our 
standards is that they are objective and leave little to the judgment 
of the individual actuary or company. Also our system has stood the 
test of more than 100 years, during which time it has proved to be 
a satisfactory, but not perfect, measure of solvency, and a satisfactory 
basis from which the sums to be distributed to policyholders can be 
determined. 

But although our system is workable and does rough justice over 
the years between different classes of policyholders, it is not, and by 
the nature of our business, cannot be an exact measure of what profit 
has been earned, so long as long-term contracts remain on the books 
subject to the experience of the future. 

Our method, however, is not the only one, and it may help clarify 
matters by pointing to practices in Britain, where most of the mathe- 
matical foundations of life insurance were laid down some 200 years 
ago. To this day, in Britain, the elements of approximation, and 
uncertainty of the future, in actuarial computations are recognized 
in their system of setting up policy reserves. They do not consider 
it necessary or in many instances advisable to make an annual policy 

valuation. 

About every 3 years an actuary studies the experience of a par- 
ticular company as to mortality, investment returns, and operating 
expenses; and on the basis of that experience he uses such mortality 
tables, interest factors, and expense factors as he deems appropriate, 
to make a gross premium valuation. His report will generally con- 
clude with a finding and opinion that on the basis of the assumptions 
he has used, he finds the company to have a surplus of a certain 
amount of money and that the “bonuses,” our dividends, to policy- 
holders can with safety be continued or increased, or, perhaps should 
be decreased. The British recognize clearly the fact that gains or 
Josses in life insurance are to a large extent a matter of actuarial 
opinion. 

Since our business is that of long-term risk taking, and since the 
future cannot be predicted with certainty, an element of unc ertainty 
is bound to exist in our year-to-year figures, The high degree of 
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certainty which is usual in most commercial enterprises as to earn- 
ings or losses in a year is, of necessity, denied to us. I agree fully 
that once a sum has been definitely shown to be profit, it should be 
subject to tax. But determination is very, very difficult. 

With regret I must admit that there are many, both in and out of 
the life insurance business, who have not had to grapple with the 
fundamentals of our reserve system, who honestly believe that life 
insurance companies, in this country at least, do know each year 
exactly how much money they have made. Actuaries do not. 

Therefore, my second plea is that if we must break away from recent 
methods of determining our taxable income, a great deal of leeway 
should be left because of these uncertainties. 

The third point I would like to discuss is related to the second, yet 
different. It is the pressing need in life insurance for safety margins 
in addition to our.policy reserves, however conservatively the reserves 
may have been computed. The need for such safety margins is much 
greater in the case of guaranteed cost policies than in the usual par- 
ticipating policies. 

One reason for the need for such safety margins is that life in- 
surance reserves are put to work in long-term investments. Any 
investment involves an element of risk, but other things being equal, 
the longer the term of investment the greater the degree of risk. Over 
a long period of years the total of losses from investments that have 
gone sour should not be too great to absorb in current operations if 
the losses occur each year at about the average rate. 

Unfortunately they do not occur that way. There will be many 
good years in which losses are minor, but in times of an economic 
erisis the losses of many years will be telescoped in a few. And if 
prudent provision has not been made in the good years for such losses 
a company can be destroyed by the heaped-up losses in time of 
calamity. 

Not only do our investments, our assets, involve risk, but the nature 
of our business requires us to take on risks many times the size of our 
assets in the amounts of life insurance we guarantee to the public. 
Again, over the long term, our premiums and reserves are adequate 
to the task, but trouble can come from excess death claims within a 
short period of time. Just as it is possible to drown in water averaging 
only a few inches in depth, it is possible for excess mortality, com- 
pressed within a short time, to cause the failure of a life insurance 
company which has not prudently set aside some safety fund for this 
purpose. Conservative policy reserves do not serve that extra purpose. 

In the case of a mutual company with relatively high premiums, 
some part at least, of such a fund is automatically available through 
margins which might otherwise be distributed to policyholders as 
dividends. In the case of guaranteed cost companies, this is not the 
case and the need for a safety fund is considerably more pressing. 

Extraordinary mortality of this sort can come as the result of wars, 
epidemics, and catastrophic accidents, where there is great concentra- 
tion of risk. A good explanation of the need for such funds was 
included in the report to the National Association of Insurance Com- 
missioners in 1939 which laid the foundations for the latest major 
revision in the statutes governing policy valuations. A chapter of 
that report has been reproduced and a copy given toeach of you. That 
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is this little pamphlet. I think you should read it in full, if you can 
spare the time, but I would like to quote here its conclusions. I am 
quoting: 

(1) It is the use of gross premiums with adequate safety margins rather 
than the maintenance of reserves based upon a table with redundant rates of 
mortality that is conducive to protection from adverse fluctuations in mortality; 

(2) Policy reserves established under legal requirements or by virtue of 
policy provisions are not intended to provide for the contingency of substantial 
excess mortality from wars and epidemics ; 

(3) Contingencies of that nature must be met, in whole or in part, out of 
accumulated surpluses and contingency reserves ; 

(4) Surplus and contingency reserves for this purpose must be provided, di- 
rectly or indirectly, from the premiums received, and the necessity for the accu- 
=e of such margins must be kept in mind when the gross premiums are 

ed ; 

(5) It must be recognized that there is legally no limit to the volume of busi- 
ness which a company may write on the basis of the minimum capital and sur- 
plus required by law, and, because of these contingencies, it is desirable that 
the special reserves to be maintained bear some relation to the amount of the 
company’s liabilities ; 

‘6) Consideration should be given to the more extensive use of the principle 
now in use in New Jersey to promote the building up of adequate contingency 
reserves in certain cases ; 

(7) Contingency reserves must be available, also, for extraordinary assets 
losses as well as extraordinary mortality losses ; and 

(8) Statutes placing undue limitations on the accumulation of surplus, or 
methods of taxation discouraging the accumulation of surplus and contingency 
reserves adequate for these purposes are undesirable. 


The States, in their regulation of life insurance, have spelled out 
in statutes and in insurance department rulings, some part of the need 
for safety margins. 

Probably every State has some statutory minimum of capital and 
surplus needed to start a new company or continue an old one in 
business. None, so far as I know, imposes any limitation on the maxi- 
mum size of surplus margins, except in the case of participating insur- 
ance where questions of equity between classes of policyholders arise. 

At least one, New Jersey, requires additions to the safety margins 
as companies grow. All make it clear in their supervisory attitudes 
that reasonable relationship between size and safety margins is to be 
maintained. 

In recent years a mandatory security valuation reserve has been 
required by all States. Companies are given no more than 20 years 
from 1951 to build a reserve of 1 percent of amortizable bonds and 
20 percent of other bonds and all stocks. 

In their continuous supervision the States encourage sane conserva- 
tism in the matter of safety margins and give close attention to 
companies whose margins are slim. 

I hope I have made it clear that in life insurance safety margins 
are almost as much of a necessity as policy reserves themselves and 
that in this respect our problems differ ever greatly from other com- 
mercial enterprises, And my third plea to you is, again, if we must 
depart from the principles of taxation followed in recent years, that 
recognition be given to the need for safety margins and the growth 
thereof as the business grows without tax penalties. 

My fourth point will be covered by others and will be touched only 
briefly. My company, while no major factor in the field, is engaged 
in the sale of group annuity and other plans for pension purposes. It 
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has some highly valued business on its books, which business is being 
raided. The raiders’ largest selling point is that money put into pen- 
sion plans entrusted to trust companies is not subject to Federal income 
tax, while money put into pension plans with life insurance companies 
is subject to Federal income tax and results in substantial addition to 
cost. Justice calls for some plan to remove this competitive inequality, 
caused by the tax laws. 

My last plea is that consideration be given in considering the level 
at which life insurance should be taxed, to the fact that very heavy 
taxes, that are unusual for savings institutions, are already paid to the 
States. In Public Law 15 of 1945 the Congress gave its blessing not 
only to State supervision, but to State taxation as well. These State 
taxes are, of course, passed on as far as possible to policyholders, but 
they do constitute a burden in the struggle of life insurance to compete 
with other forms of savings. 

If you will forgive me, I would like to add one other comment. I 
have limited my Shacapden here to pleas for consideration of the vari- 
ous difficulties that would come about if we depart from the method 
of taxation that has been applied in recent years. 

I have not said what I was for, and I was told last night I should 
not tell you what Iam for. Iam sure you must infer that I am for as 
little change as possible from the principles embodied in the Mills 
law or something very much like it. 

I don’t pretend that perfection has been achieved. I admit freely 
that the loophole that has become apparent for companies which need 
very little in the way of investment income should be closed and can 
be closed. 

I agree fully that the 85 percent should be reexamined, but if any 
fair test or workability or recognition of the peculiarities of the life 
insurance business is involved, then the pure excess interest based on 
the conglomeration of actuarial assumptions, primarily adopted by a 
comparatively small group of very large mutual companies, make that 
avery artificial method. It is not a fair test, and I hope it will not be 
considered as such. 

I thank you very much, sir, for allowing me to present these views. 

The Cuarrman. Mr. Taylor, we thank you, sir, for a very interest- 
page nee and the information you have given the committee. 

‘ou, at least at one time, I believe from your statement, served as 
an actuary 

Mr. Taytor. Yes, sir. 

The Cuatrman. Yourself ? 

Mr. Taytor. Yes, sir. 

The CuarrmMan. The statement has been made by other witnesses 
and I think it is one of the points that you make in your statement, that 
policyholder dividends iol ude some element of free investment income 
in the case of mutualcompanies. Is that right? 

Mr. Taytor. Yes, sir. 

The Cuarrman. One of the arguments made for the so-called Treas- 
ury compromise is that since in step 1 it taxes free investment income, 
it guarantees the collection of taxes on mutual policyholder dividends 
to the extent they represent free investment income. Is that a sound 
argument or not? 
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Mr. Taytor. I would say in a very broad way, yes. Remember when 
“aoa are dealing with any actuarial calculations or any conclusions 
ased thereon that only rough and ready conclusions can be drawn, 
If the fair tax upon net investment income is levied on mutual com- 
panies, I believe it is self-evident that at least part of the interest in 
the dividends might be subject to tax. Whether it is exactly all I could 
not say. 

The Cratrman, That is a desirable characteristic of the Treasury 
compromise ? 

Mr. Taytor. Yes, sir. 

The Cuarmman. It would be your suggestion to the committee, I am 
sure, that in the process of our deliberations that we endeavor to per- 
fect a permanent solution in the form of a bill which will tax all com- 
panies alike ? 

Mr. Taytor. Very definitely. 

The Cuarmman. And all upon their true income? 

Mr. Tarwor. Yes, sir. 

The Cnamman. Any further questions ¢ 

Mr. Baxer. Yes, Mr. Chairman. 

The Cuarrman. Mr. Baker will inquire. 

Mr. Baxer. Mr. Taylor, you have a stock company, have you not? 

Mr. Tayuor. Yes, sir. 

Mr. Baxer. From the viewpoint of the public, as I see it, the 
feeling generally is that stock life insurance companies are piling up 
tremendous assets, whatever category you want to put them in, upon 
which taxes are not paid, thereby greatly enhancing the value of the 
stock. Dividends are not paid in proportion to that. Glaring in- 
stances of insurance company tax advantages have been reported in 
the brokerage prospectus and I think the public, correctly or not, gen- 
erally believes it. I do not know if there is much difference between 
that, if true, and the feeling that certainly all dividend payments for 
mutuals are not just return of premium, that one is a tax dodge and 
the other is a tax dodge. 

I think it goes to the heart of this trouble from a public standpoint 
and so far I have heard no one offer any explanation as to why these 
stocks of life insurance companies have gone so tremendously up in 
the market. Do the increases reflect true values, fairly true values, or 
highly inflated values ? 

Would you care to comment on that ? 

Mr. Taytor. It is a difficult question to comment on. I am not in 
agreement with the values placed on life insurance stocks by brokerage 
houses. Many of them have pet formulas for valuing life insurance 
companies. I wish as an old actuary I knew they were true. I do 
not believe they are. The vagaries of the market are hard to explain. 
Within the last couple of weeks the stock in my company, which is 
quoted daily, has gone up approximately 20 percent. Why? I 
haven’t the faintest idea. 

Mr. Baxer. In the last 2 weeks? 

Mr. Taytor. In the last couple of weeks or so. Nothing whatsoever 
has happened in the company that has changed anything. We are the 
same company we always have been. Prospects certainly have not 
changed very materially and I have not ae of any great big orders 
or anything in the market that would skyrocket the stock. There must 
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be something. After all, stocks are dealt in by dealers all over the 
country and I don't know what they are telling their prospects are 
quite wonderful. I can assure you, though, sir, that in my own 
company we try to be sanely conservative and sensible; so far as divi- 
dend to stockholders are concerned our cornerstone is, first, as our 
business gross let’s add to our safety margin a reasonable amount 
that will keep us a strong company in relation to our size, In excess 
of that our stockholders should receive the profits and, if we have 
large profits, we think once they are determinable they ought to be 
taxed. All I am saying is it is difficult to determine exactly what the 
profits are. degirs 

Mr. Baker. Generally peaking, as I understand it—if I am wrong 

lease correct me—the yield on life insurance stocks on quoted prices 
is far below the average yield price. Is that true? 

Mr. Tayior. I would say that is true; yes, sir. 

Mr. Baxer. Therefore, it follows that the reason for people buying 
these oy is that it is not for yield, but they think there are hidden 
values 

Mr. Taytor. I couldn’t tell you what they think. My own estimate 
of the situation is that they are looking on life insurance as a sound 
industry with a good future and very distinct growth possibilities, and 
Iam sure there are a great many people in high-tax brackets who are 
not particularly interested in current yield, who look for growth possi- 
bilities more than for current returns. 

I cannot, however, tell you what is in the minds of the millions 
of investors all over the country, and it is their opinion that makes the 
market, not mine. 

Mr. Baxer. I know that is true, of course, but there must be some 
rationalization if we are going to talk industrywise. I am not con- 
vinced we ought to be talking so much industrywise as taxwise. I 
can’t get away from the idea to arrive at a true net income to be taxed 
it ought to be company by company, but that is something we can 
discuss in executive session. However, it seems fantastic to me the 
prices that these stocks are being quoted at. 

Mr. Taytor. I agree with that. 

Mr. Baker. This is not an investigating committee and certainly 
I do not object to the stocks going up and I do not object to big busi- 
ness, but there must be some explanation that somebody ought to put 
in this record. Suppose you decided to become a mutual, and some 
stock companies say that if certain things happen they may all have 
to become mutual. Perhaps that is the extreme of the picture. Un- 
doubtedly it is the extreme of the picture. The fact remains, though, 
quite a few stock companies have become mutuals. I think it would 
be helpful if you would-explain very briefly to us what would happen, 
how you would go about it. 

Mr. Taytor. In the matter of that stock? 

Mr. Baxer. Yes. 

Mr. Taytor. I have never been on a mutualization. There may 
well be some people here who have been on such a deal and can answer 
much more accurately. 

Mr. Baker. I believe it is true that Union Central was once a stock 
company. I think it was once a stock company, 
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Mr. Taytor. I think that is right. I would say first of all any mu- 
tualization, I am sure, would be very closely supervised by a State 
insurance department. The first thing a State insurance department 
is going to look at is what is the company going to look like after mu- 
tualization. How much can safely be taken out of the company and 
still protect the policyholders as it goes on as a mutual company, 
They can of course after mutualization increase rates on a participat- 
ing basis and probably, but there is this big block probably, of non- 
participating business already on the books. 

Somebody has to see to it, and the State insurance department’s job 
is that those people are adequately looked after, that too much surplus 
is not taken out of the company so that those people will be in danger, 

After having some floor like that set by the supervisory authority 
how much should be left in the company, then what belongs to the 
stockholders in liquidation is the balance of the capital surplus re- 
celpts. 

Mr. Baxer. One final question: You stated in your testimony that 
you are very much opposed to undue accumulation of surpluses. 

Mr. Tarcor. I believe I was quoting, yes, sir. 

Mr. Baxer. You were quoting somebody. 

Mr. Taytor. That is right. 

Mr. Baker. The basic reason for it—that is the safety factor? 

Mr. Tayuor. Yes, sir. That was a quotation from a report to the 
State insurance commission. Safety margins were quite important 
and ought not to be discouraged in any way. 

Mr. Baxer. Thatisall. Thank you. 

The Cuarrman. Are there any further questions of Mr. Taylor? 


If not, Mr. Taylor, we thank you again for coming to the committee. 
Mr. Taytor. Thank you, gentlemen. 
The Cuarrman. Our next witness is Mr. Richard B. Evans. 
Mr. Evans please come forward, sir, and for purposes of this record 
give us your name, address, and capacity in which you appear. 


STATEMENT OF RICHARD B. EVANS, PRESIDENT, COLONIAL LIFE 
INSURANCE CO., AND PRESIDENT, LIFE INSURERS CONFERENCE, 
ACCOMPANIED BY WILLIAM C. BROWN, VICE PRESIDENT AND 
ACTUARY, COLONIAL LIFE INSURANCE CO0., EAST ORANGE, N. J. 


Mr. Evans. Mr. Chairman and gentlemen, I am Richard B. Evans, 
president of the Colonial Life Insurance Co., East Orange, N. J. I 
am privileged to appear in behalf of the Life Insurers Conference, as 
its current president, to testify in connection with your consideration 
of legislation relating to the Federal taxation of life insurance com- 

anies. 
. The Life Insurers Conference, to which I shall subsequently refer as 
the conference, is a trade association which has been in existence 50 
years. Its membership is made up of life insurance companies serving 
the needs of the insuring public Lateely through agents who not only 
sell but service their policyholders in the collection of their premiums, 
which are payable weekly, monthly, or less frequently than monthly. 

Of the 91 member companies, 6 are members of the conference be- 
cause they render a reinsurance service to other member companies. 
Excluding these 6 companies, the remaining 85 are primarily grass- 
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roots companies, mostly located, as evidenced in the attached map, in 
the South, Southwest and Midwest. Their operations generally are 
limited to the areas near their home office locations. As a consequence, 
they render two important services to their communities. 

First, they provide insurance needs in a “nearbyness” neighborly 
fashion, and, second, they are building through their operations a sup- 
ply of capital funds for investment largely in their local areas. 

As of December 31, 1957, these 85 companies had total assets of $5,- 
655,914,230, which were slightly more than the assets of the fifth larg- 
est United States life company. Their total surplus and unassigned 
funds of $508,339,777 were less than those of the third largest life com- 
pany in the country, and their total life insurance in force, amounting 
to. $36,706,293,944 was about equal to that of the third largest American 
life company. 

» The largest company amongst these 85 members as of December 31, 
1957, had total assets of $820,124,152, and surplus of $62,065,168, while 
the 2 smallest member companies each had assets of less than $600,000 
and surplus and unassigned fund of less than $150,000. 

.sAs a matter of fact, 22 of the conference’s member companies each 
liad, as of this same referred-to date, total assets less than $3 million 
and suxplus and unassigned funds of not moré than $1,543,206. Some 
few of these companies suffered losses last year, and this was testified 
to yesterday by one of our conference member’s representative, Mr. 
Wilson. 

I quote these figures for the purpose of identifying the membership 
of the conference as primarily small companies compared with other 
eompanies in our business. Some of these companies are comparatively 
new in the business. The very nature of the life insurance business re- 
ap a heavy impact on financial resources in the earlier years of 

evelopment. 

I would like to interpolate here, if you will pardon me, please. 
Speaking of statistics, my attention has been called to the fact that 
the statement submitted yesterday by Prof. Roy E. Moor of Williams 
College contained numerous factual and mathematical errors. Some 
of these are not minor errors. 

For example, the professor states that the 1957 total admitted assets 
of stock life companies was $34,697 million. This is about $10 billion, 
or about 40 percent above the correct figure. This error contributes 
materially to the professor’s conclusion that stocks have been going 
better than mutuals in recent years. 

Another example of the professor’s differs by about $114 billion 
from the life insurance fact book as of 1957 figures on total life insur- 
ance in force. In addition to these and other material factual errors, 
the professor’s statement contains numerous mathematical errors. 

We seek your permission, therefore, to submit a statement for the 
record correcting Mr. Moor’s errors. May that be granted ? 

The CHarrmMan. We will be glad to have that information for the 
record, without objection. 
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(Statement referred to follows :) 


STATEMENT OF RicHARD B. EvANs, PRESIDENT, COLONIAL LIFE INSURANCE Oo,, 
East ORANGE, N. J., AND PRESIDENT, LIFE INSURERS’ CONFERENCE 


(Submitted November 25, 1958, to a subcommittee of the Committee on Ways 
and Means, House of Representatives, United States Congress, to correct errors 
in the November 19, 1958, statement of Prof. Roy BE. Moor, in accordance with 
permission granted November 20, 1958) ; 


Prof. Roy E. Moor, an economics professor of Williams College, testified 
before the subcommittee on November 19, 1958, to the general effect (a) that 
stock life insurance companies have been doing very well indeed in competition 
with the mutuals and have been gaining on them fast, and (0) that it is feasible 
to tax life insurance companies on the so-called total net income basis. In his 
prepared statement, Professor Moor said he had “recently done some research 
on the question which is before your subcommittee”; that he was “not repre- 
senting any company or organization”; and that it might be useful for the sub- 
committee “to know exactly what the relative significance of the stocks and 
mutuals is in the industry.” Professor Moor then proceeded to give the subcom- 
mittee rather voluminous statistical data. 

Unfortunately, Professor Moor produced data which was clearly erroneous in 
many important particulars. These errors necessarily affected his conclusions. 
We have no desire to embarrass Professor Moor, but the subcommittee and all 
others who may read the-record are entitled to the facts. For this:reason, on 
November 20, 1958, after studying Professor Moor’s formal presentation, I asked 
for and received permission to insert in the record corrections of some of Professor 
Moor’s errors. 

While Professor Moor’s whole statement is replete with factual and mathemati: 
cal errors, perhaps the most serious are those relating to “total admitted assets” 
and “total surplus.” These appear in table 1. 

1. Professor Moor’s errors regarding total admitted assets: Professor Moor 
shows the total admitted assets for stock and mutual companies for 5 other 
selected years and for 1957. His totals for all years except 1957 (with one 
minor exception) agree with the totals shown in the 1958 Life Insurance Fact 
Book. However, when Professor Moor comes to 1957, he makes a grievous error, 

He shows total assets of all companies as $113,712 million. The 1958 Life 
Insurance Fact Book (obviously available to him because he cites it else- 
where) shows $101,309 million, a difference of $12,403 million. The serious- 
ness of this error is not so much in his overstatement of total assets, but 
rather in the fact that in his split between stocks and mutuals he overstates 
the assets of stocks by $8,511 million, while overstating the assets of mutuals 
by only $3,893 million. 

The above error enabled Professor Moor to reach the conclusion and to 
show that. the percentage of total assets held by mutuals had gone down from 
76 percent in 1952 to 69 percent in 1957. Conversely, his figures indicate 
that the percentage of total assets held by stocks went up from 24 percent 
in 1952 to 31 percent in 1957. Unfortunately for those of us interested in 
stock companies, this is not true and Professor Moor’s error here obviously 
has led him to conclusions entirely unwarranted. 

The Institute of Life Insurance (which published the fact book) computes 
the total assets of United States stock life insurance companies as of the 
1957 year end as $26,186 million and of mutuals $75,122 million, a total of 
$101,309 million ($1 million difference due to rounding). The percentage of 
total assets held. by stocks was only about 26 percent, as against 31 percent 
shown by Professor Moor. The change from 1952 to 1957 was from 24.to 26 
percent—not to 31 percent as Professor Moor indicates, 

2. Professor Moor’s errors relating to total surplus: As with his total ad- 
mitted assets figures, Professor Moor agrees substantially with the life insurance 
fact book for the selected years shown by him prior to 1957. Here again, it 
is the all-important 1957 figure where he makes his serious error and here 
again this error aids him in his attempt to prove one of his points. Professor 
Moor shows that the mutuals, which held 75 percent of total surplus in 1952, 
had dropped to 62 percent in 1957. 

Professor Moor’s error lies in the fact that he has overstated total surplus 
for stock companies by more than $1 billion, or about 43 percent, and he has 
understated total surplus for mutual companies. The correct figures for stocks 
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(computed by the Institute of Life Insurance on a basis consistent with Pro- 
fessor Moor’s other figures) are $2,532 million for 1957, against his $3,624 
million for that year. As to mutuals, the correct figure is $6,427 million, against 
Professor Moor’s figure of $5,929 million. The correct total for all companies, 
stock and mutual, is $8,959 million, against Professor Moor’s total of $9,553 
million. 

By reason of his material overstatement of stock’ surplus and his under- 
statement (to a lesser degree) of mutual surplus, Professor Moor indicates 
(erroneously) that mutual surplus decreased from 75 percent of total surplus 
in 1952 to 62 percent in 1957. The actual decrease was from 75 percent in 
1952 to 72 percent 5 years later, which is a small decrease considering the 
number of new companies in the field, largely stock, and considering the fact 
that stock companies, without such conservative reserves as the mutuals and 
without the ability to cut policyholder dividends on nonparticipating business, 
must accumulate more surplus and must accumulate surplus faster than the 
mutuals. 

Professor Moor made numerous other errors, but these are of lesser impor- 
tance than the two just discussed. For example (also in table 1), in show- 
ing the number of companies in existence in the various years, he takes a 
selected list from some source and the percentages of all companies included 
in the selected list vary for the several years. This. leads Professor Moor 
to the erroneous conclusion (p. 5) that “There are almost three times as many 
life insurance companies in 1957 as there were in 1950.” The fact is that 
there were about twice as many as in 1950. Professor Moor apparently relies 
on the data concerning the number of new stock companies as compared with 
the number of new mutual companies to aid him in proving his point that 
stocks are gaining on mutuals. However, this data is of little or no significance 
because most newly organized life insurance companies must be started on the 
stock basis because of legal and practical reasons. 

Professor Moor has given essentially correct figures for years prior to 1957 
as to total insurance in force. For his selected years, his figures agree with the 
fact book generally, except for a minor difference in the 1952 total and except 
for an even $3 billion difference in the 19382 total. However, when it comes to 
1957, Professor Moor’s total insurance-in-force figure differs by almost $138 
billion from the fact book figure. The fact book shows $482,437 million and the 
professor shows $344,577 million. The Institute of Life Insurance figures for 
1957 indicate that the percentage of insurance in force held by the mutuals has 
gone down from 65 percent in 1952 to 68 percent in 1957. Professor Moor 
shows 66 percent for 1957. 

The errors discussed above all appear in Professor Moor’s table 1. Unfor- 
tunately, he uses this table as a basis for his text and also as a basis for his 
table 2. Because of his basic errors in table 1, his percentage figures shown for 
1957 in table 2 are all erroneous. 

In table 3 relating to credit insurance, Professor Moor’s basic figures taken 
from the Life Insurance Fact Book are correct. However, his figures showing 
percentage increases clearly are erroneous. The first figure should be 105 per- 
cent instead of 205 percent; the second figure should be 433 percent instead of 
533 percent; the third figure should be 163 percent instead of 263 percent, and 
the fourth figure should be 93 percent instead of 193 percent. 

There are relatively few errors in Professor Moor’s table 4, but there are 
some. He shows company C as paying $500,000 in cash dividends in 1957 and 
the figure should be zero. He has shown company E as not having paid any 
eash dividends since incorporation, and the figure should be $233,000. For com- 
pany I, he has shown the “percentage of profits to capital” to be 330 percent, 
when the correct figure is 396 percent, and for company J he has shown “expenses 
other than taxes” as $1,175,658 and the correct figure is $1,575,658. This $400,000 
error also affects the total by this amount. “Profits before taxes” should be 
$1,310,365, instead of $1,710,365. Also, in this table in computing the “percent 
of profits to capital,” he has disregarded entirely the fact that in most instances 
stockholders paid in not only capital funds, but also contributed surplus. He 
refers to the percentage relationship as ‘“‘the net return on investment.” Paid-in 
surplus is certainly part of the investment. 

In the latter part of his statement regarding credit insurance, Professor Moor 
makes a fundamental error when he says that “premiums are based on mor- 
tality tables which have been derived from experience in the 1930’s, and which 
have been inflated to indicate mortality somewhat worse than this experience.” 
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This is not the fact. Stock life insurance companies base their nonparticipating 
premiums on their own experience or on average experience, on their estimate 
of probable expenses and on their own assumptions as to interest likely to be 
earned. It is only the reserves and nonforfeiture values which must be, and are, 
based. on the particular mortality table in use. Perhaps some mutual companies 
do base their premiums on the mortality table they use, but their dividends 
compensate for any error. 

On the question of the feasibility of the total income approach, Professor 
Moor indicates that there was only one district court case “throughout the entire 
11 years that the total income approach was used,” involving the determination 
of the reserve deduction issue. There were, indeed, several other cases involving 
this issue and arising during the 12-year period that the total income approach 
was in effect. Also, under later laws there was extensive litigation involving 
the meaning of “reserves required by law.” 

Professor Moor does concede that there were a substantial number of lawsuits 
during this period, but he attributes them to causes which would be remedied 
under the Treasury proposal. It must be remembered that during this period 
there were relatively few life insurance companies in existence and, more 
important, for 7 out of the 12 years the tax rate was only 1 percent. Certainly 
Professor Moor would concede that there might be more disputes with a 52 
percent tax rate than if the tax rate were 1 percent, and certainly Professor 
Moor will not say that our business has become less complicated since 1920. 

We have not attempted to correct all of Professor Moor’s errors because many 
of them are minor. We are sure that Professor Moor prepared his statement 
in good faith and that his numerous errors are merely the result of his un- 
familiarity unth a business which is very complicated. It is barely possible 
that Professor Moor will disagree with some of these corrections, but it seems 
impossible for him to explain the basic errors on which he rested his conclu, 
sions. After all, facts are stubborn things and they cannot be waived, and 
mathematics is indeed an exact science. 

For the convenience of the subcommittee, I have marked the attached copy 
of Professor Moor’s statement to show the errors referred to herein. 

We hope that Professor’s Moor’s unfortunate errors will not serve to mislead 
this subcommittee or any others who may have occasion to examine the record, 


WILLIAMS COLLEGE, 
DEPARTMENT OF ECONOMICS, 
Williamstown, Mass., November 28, 1958. 
Mr. Leo Irvin, 
Clerk of the Ways and Means Committee, 
House of Representatives, Washington, D. C. 

Dear Mr. Irvin: I understand that a statement by Mr. Richard B. Evans, 
president of Colonial Life Insurance Co. and the Life Insurers Conference, has 
been presented for inclusion in the record of the hearings on life-insurance taxa- 
tion. This statement apparently makes reference to a number of facts which I 
discussed in my statement before the Subcommittee on Internal Revenue Taxa- 
tion. I have not seen a copy of Mr. Evans’ statement, but I have been informed 
of its general content. 

With respect to table I in my statement, which provided a breakdown of the 
life-insurance industry between stock and mutual companies, I welcome any 
improvement that may be made in the 1957 data. As I indicated in my state- 
ment, the 1957 figures were based on a tabulation of companies as shown in Best's 
Life Insurance Report. The list of companies shown in this publication is some- 
what different than the list used by the Life Insurance Institute. I would have 
used the latter list had it been available, even though it apparently excludes a 
number of companies that were subject to Federal income taxes as life-insurance 
companies in 1957. The best list of companies would be those that actually were 
subject to the special tax in 1957, if the Treasury could provide that information. 
In any case, the revised figures that have been offered apparently do not signifi- 
-antly affect table I insofar as the relative numbers of mutual and stock com- 
panies that would be subject to any new tax. I wish the industry representa- 
tives would have supplied this data earlier and saved me the trouble of tabulating 
them. 

The other comments on my statement are apparently, with one exception, quite 
minor, such as table headings and so forth. In no case do the comments attempt 
to vitiate conclusions drawn from the statistics. The one exception concerns the 
existence of underwriting profits. It is apparently implied that, since companies 
do not use the most conservatve mortality table in computing premiums, no un- 
derwriting profits arise. Yet, regardless of the actual basis used for computing 
premiums, it seems clear that underwriting profits do arise annually, and this 
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js all that I meant to suggest by my examples. If no underwriting profits existed, 
the total income approach to taxation would be as innocuous as the investment in- 
come approach and no opposition to it on financial grounds would seem justified. 
Sincerely yours, 
Roy E. Moor. 

Mr. Evans. Taxes generally, and Federal income taxes in par- 
ticular, represent a vital factor in the future growth of these smaller 
companies. Any substantial increase would even raise the question of 
survival in the highly competitive field of life insurance service. 

The member companies of the conference have consistently recog- 
nized their responsibility and are desirous of paying their share of the 
Federal tax burden. They are seeking no special privileges. On the 
other hand, they have full justification in feeling that the tax burden 
should be equitably distributed amongst the companies of all sizes and 
classes so that it will not be discriminatory against the smaller com- 
panies which are predominantly stock, and so that it will permit them 
to live and grow. 

Our conference member companies have been kept informed of the 
various suggested approaches to a new permanent Federal tax law 
and have had the opportunity of studying the impact the various 
plans would have on their financial resources and opportunities for 
future growth. From these studies, it became readily apparent that 
the so-called total income approach, in spite of all of the suggested 
special considerations for the small and the stock companies, would 
prove in the long run to be disastrous to them. 

There are many reasons for this conclusion, but, for the sake of 
brevity, I will recite only two. Other witnesses have already, or 
probably will, present others. 

First, it is perfectly evident to you from the statistics which I have 
quoted that these smaller life companies, predominantly stock, face 
a difficult problem in building adequate surplus and unassigned funds 
for the protection of their policyholders because of the high acquisi- 
tion expenses of new business. Under any suggested total income 
approach, with which we are acquainted, including H. R. 13707, there 
are provided total inadequate margins to permit the building of sur- 
plus funds which would be most properly needed. 

Second, any tax formula which will permit mutual companies to 
deduct from their tax base, dividends paid to their policyholders, 
raises a great threat. It places in the hands of the management of 
mutual companies the determination of how much Federal tax they 
will pay. This could develop an entirely untenable competitive posi- 
tion for the smaller stock companies especially. It would only take 
a few years, through willful action on the part of some of the mutual 
companies, to make it impossible for the smaller stock companies to 
maintain a competitive position and would, in short order, drive them 
out of business. 

The stock life insurance companies have contributed to a very major 
degree competitively, in keeping down life insurance costs to the 
public. Many of the leaders amongst the mutual companies will 
testify to the need for the continued competition of the stock life 
companies. Any action which would impair the ability of stock life 
companies to compete with mutual life companies is not in the public 
interest. 

Recognizing the serious situation confronting our great business, 
the members of the Life Insurers Conference met in a special meet- 
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ing called in Atlanta, Ga., on September 23 of this year. After very 
thorough consideration and dis:ussion of the several suggested ‘a 
proaches to the development of a permanent tax law, the following 
resolution was unanimously passed : 


Whereas the Secretary of the Treasury in a letter to the chairman of the 
House Ways and Means Committee and the Senate Finance Committee ont. 
lined in broad terms two approaches to the taxation of life insurance companies; 
i. e., a “total income” approach which he recognized involved many difficult 
problems, and an alternative “net investment income” approach; and 

Whereas a group of mutual life insurance companies has caused to be in- 
troduced into the Congress H. R. 13707, purporting to apply the ‘“‘total income” 
approach to the taxation of mutual life insurance companies which can easily 
be extended to stock companies ; and 

Whereas Life Insurers Conference, in company with other and comparable 
organizations, has in the past spoken for the overwhelming majority of life 
insurance companies in opposition to this principle of taxation; and 

Whereas it is a matter of grave importance that the members of Life In- 
surers Conference again take a stand on this question; now, after having given 
extended and careful consideration to the various proposals made: Be it 

Resolved, That Life Insurers Conference in a special meeting assembled in 
Atlanta, Ga., on September 23, 1958, reaffirms its position in opposition to the 
“total income” tax approach, for the following reasons: 

(a) Since the liabilities of a life insurance company are, at best, estimates, 
and since its contingent liabilities are so enormous, it is impossible to determine 
its profit or loss for such a short period as 1 year. Additions to surplus in a 
year are not necessarily profits. Consequently, the standards that apply to 
other corporations cannot be applied to life insurance companies. 

(b) Heavy taxation of the increase in surplus of companies writing guaran- 
teed cost life insurance, might well make it impossible for them to maintain ade- 
quate safety margins to meet their policy obligations and to maintain public 
confidence. 

(c) The “total income” approach was in use until 1921 when it was abandoned 
as unworkable. It has been studied continuously for many years, and intensively 
over the past several months. Satisfactory solutions to the problems it involves 
have not been found. 

(d) The proposed total income approach might well result in a decrease in the 
amount of taxes being paid by the life insurance business. The principal bene- 
ficiaries of this tax reduction would be the large mutual companies. No total 
income approach has been devised, and we believe none can be found, which will 
truly and properly tax mutual companies. All this because their control of the 
large dividends distributed to policyholders and their control of policy reserves 
and other liabilities, would leave them free to pay only so much in income taxes 
as they might choose. H. R. 13707 recognizes this fact by the provision for an 
alternative minimum tax to avoid the situation of a complete vanishing of mu- 
tual company income taxes. However, this floor is based upon the net investment 
income theory. 

(e) It is in the interest of the public that stock and mutual life insurance com- 
panies compete for public acceptance. That competition cannot continue if a 
discriminatory tax advantage is available on either side. Under any total in- 
come approach so far devised, stock life insurance companies must be at a 
serious competitive disadvantage; be it further 

Resolved, That Life Insurers Conference again declares its firm support of the 
net investment income approach along the lines of some variation of the Mills 
law, or some other suitable net investment income approach; and be it further 

Resolwed, That the conference’s representatives on the Joint Federal Income 
Tax Committee shall be governed in their actions by this resolution; that they 
strive to find a common ground with other segments of the business without 
abandoning the position of this conference that the total income approach is 
neither equitable nor workable; and that, before advocating any substantial 
departure from the principles declared by this resolution, they shall seek further 
instructions from the conference. ; 

As you know, the Joint Committee on Federal Taxation, repre- 
senting the Life Insurers Conference, the American Life Convention, 
and the Life Insurance Association of America has been hard at work 


on this problem for a long time. Among its subcommittees is one 
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which has developed a new concept of the net investment income ap- 
proach, now referred to as the surplus interest approach. 

Another is studying possible amendments to the 1957 Mills law, 
which would produce the additional revenue that the Treasury ap- 

arently feels is needed from our business. 

Still another subcommittee is studying possible legislative treat- 
ment of the special instances where, because of their differences in 
types of operations, a few life companies appear not to have been pay- 
ing their adequate share of Federal taxes. 

The Life Insurers Conference, by resolution, stands firmly in favor 
of a net investment income approach as the permanent solution in the 
Federal taxation of our business. If an increase is considered neces- 
sary in the tax burden of the life insurance industry, we favor amend- 
ments to the Mills law of 1957 to accomplish this purpose. 

We also favor provisions which would equitably tax those life in- 
surance companies who, by virtue of their type of services and opera- 
tions, appear at the present time not to be adequately taxed. 

The suggestion of what would appear to be a combination approach 
in the development of a new tax formula, made by the staff of the 
Treasury Department to a subcommittee of our Joint Federal Tax 
Committee on October 28, is still under study by another subcommittee 
of the Joint Federal Tax Committee and is not known generally to our 
membership. 

Consequently, I am in no position to express a conference posi- 
tion on that proposal at this time. 

In conclusion, may I repeat that the conference, made up princi- 
pally of small businesses, by the standards of the life-insurance busi- 
ness, urges strongly that you take a position against a total income 
approach to the Federal taxation of our business. 

We also believe that serious and urgent action is needed in the 
approval of legislation which will result in a permanent Federal 
income-tax law applicable to the life-insurance business. This should 
be based on the historical net investment income approach to be pro- 
duced through either amendments to the Mills law of 1957 or some 
other net investment income approach which would provide for those 
modifications apparently required. 

May I interpolate that we also urge consideration, at the request 
of many of our very small companies, for relief from taxation when 
acompany suffers an operating deficit. 

This problem, as you know, was presented to your committee yester- 
day by Mr. James Wilson, executive vice president of the Wilson 
National Life. 

May I further emphasize the urgency of the situation due to the 
necessity of passing permanent tax legislation in the new Congress 
before March 15. Failure to do this, as you know, would bring into 
effect the 1942 law, which would produce tax burdens on most of the 
life insurance companies which would be unconscionable and would 
serve to increase the cost of life insurance to the public. 

Thank you for this privilege of appearing before you. 


May I note for the record that in the addendum in support of the 
figures that I have submitted listing the member companies’ assets, 
capital, surplus, et cetera, these figures are as of December 31, 1957. 

he Crarrman. Mr. Evans, the exhibits appended to your state- 
ment will appear at this point in the record, without objection. 

(Materials referred to follows :) 
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The Cuarman. Are there any questions of Mr. Evans? 

Mr. Evans. If you please, Mr. Mills, may I add something? 

The Cuarrman. All right. 

Mr. Evans. Something has been discussed in the testimony and 
cross-examination during the week in connection with the additional 
taxes that are paid by life insurance companies, and it is my recol- 
lection that reference has been pretty much limited to the State 
premium tax. 

I wonder if you are aware that in some States there is a growing 
trend toward the levying of premium taxes by municipalities. It 
seems to be spreading. I think it is another aspect of the additional 
tax burden that should be very carefully considered in your final 
determination. 

I am informed that in 1957 taxes in excess of $10 million were 
paid in 9 States in the Southeast and the South particularly by life 
companies at the municipal level, and I would like to invite the ques- 
tion of the possibility of our associations documenting this informa- 
tion for your consideration. It is one of the additional growing tax 
burdens of our business. 

The CHarrmMan. We will be glad to have that information, Mr. 
Evans. I would like to have you submit it for this record, however, 
at a very early date, because we will have to close the hearings for 
additions soon in order to get these matters concluded. 

Mr. Evans. Would Tuesday be adequate ? 

The Cuatrman. Oh, yes. 

(Material referred to follows :) 


EXTENT OF TAXATION OF LIFE INSURANCE COMPANIES BY MUNICIPALITIES 


(Submitted by Richard B. Evans, president, Colonial Life Insurance Co., East 
Orange, N. J.) 


The amount of taxes paid by life insurance companies to municipalities 
throughout the United States is by no means a negligible factor. For the 
year 1957, information available to the Life Insurance Association of America 
would indicate that this amounted to between 8 and 10 million dollars. Unfor- 
tunately, no exact figures are available. 

The attached tabulation, prepared by the American Life Convention in No- 
vember of this year, gives the status of municipal taxation of life insurance 
companies according to State. 

About half of the States have, in the law under which they impose premium 
taxes, licenses and fees on life insurance companies, a provision that such 
payment is in lieu of all other taxes imposed by the State or any political 
subdivision thereof with the exception of taxes on real or personal property. 
Consequently, in such States, as long as these laws stand in their present 
form, there should be no problem with taxes at the municipal level. 3ut there 
are two States in this group where the wording of the law makes the exemption 
from municipal taxation not clear. 

There are 23 States which do not have in their statutes any similar provision 
or a provision for crediting municipal taxes against State premium taxes. In 
some of these States, the municipalities have not been specifically empowered 
to impose premium or other taxes upon life insurance companies. However, 
the most recent tabulation indicates that, in 9 States, municipalities have been 
s0 empowered to impose premium taxes and, in 17 States, they are imposing 
other taxes upon life insurance companies. In three of the States where 
municipalities have been authorized to impose premium taxes, they have not 
yet chosen to exercise that right. 

The great fear, of course, is what may happen in the future. Municipalities 
all over the country are finding it necessary to find additional sources from 
which they can raise more revenue. There is, consequently, an increasing tend- 
ency to take advantage of the right, where it is available, to levy taxes on 
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life insurance premiums or the operations of the life insurance companies. 
Consequently, the factor of present and possible future municipal taxation 
cannot be overlooked when consideration is given to the total tax load which 
should be borne by the life insurance companies and their policyholders. 


Status of municipal tawation of life insurance companies 
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1 No express provision. 

2 Yes; but not exercised. 

3 Many municipalities levying premium tax, 
4 Yes; but apparently not levied, 

5 New York City gross receipts. 


The C /HATRMAN. Did you say premium taxes ? 

Mr. Evans. Premium taxes, as I understand it, ranging from 1 to 
4 percent or maybe a little higher in a few isolated instances. 

The Cuarrman, Mr. Evans, I will ask one question. 

Like you, I am concerned that we do not do anything i in the estab- 
lishment of a permanent tax formula for life insurance companies 
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that will deal harshly with the so-called small companies, the smal] 
stock companies, which you represent and which Mr. Wilson repre- 
sented on yesterday insofar as his own experience was concerned in 
his own company. I hope that those of you interested in this prob- 
lem will not think exclusively of some amendment that might be 
adopted to an industrywide application of the net investment income 
approach. 

I wish you would give us the benefit of your thinking with respect to 
suggested amendments of some of the other types of formula that have 
been suggested, particularly the suggestion that is contained in the 
so-called Treasury combination. 

As I view the first step and second step, the smaller companies would 
receive, if they have experienced underwriting losses, certainly more 
relief than they will receive under just a straight net-income ap- 
proach unless we do allow them some alternative in the years in 
which they experience losses to take into consideration their total 
income. 

Mr. Evans. Mr. Mills, you probably are right. 

My personal reservation on the combination approach has been the 
indefiniteness of the formula or the bases upon which these steps 
were to be taken, and, of course, that reservation was pretty well sup- 
ported in Monday’s testimony when, unknown to any of us, the Treas- 
ury recommended the first step on the basis of the 1950 law, which 
would be ruinous. 

Also, there is some considerable indefiniteness in the second step, 
where there might be possibilities. If this were spelled out in greater 
detail and we could apply it to our specific problems, we would then 
be in position to give you the benefit of our thinking on the matter, 
However, it is a nebulous sort of situation right now. However, it 
might have possibilities. I don’t know. 

The Cuatrman. I would like to suggest that your group complete 
a study along the lines of what I am suggesting, and let me have the 
benefit of such conclusions as you can reach with respect to how amend- 
ments could be adopted to these various proposals. 

Mr. Evans. We have several specific ideas now, Mr. Mills, and we 
would be very glad to put them together and submit them to you. 

The Cuatrman. I want to give you sufficient time so you can really 
level on it. I would suggest that you let the committee have the bene- 
fit of that information by submitting it to me or to the clerk of the 
committee by not later than the 15th of January, if you can. 

Mr. Evans. All right. We can do it before that, I am sure. 

(Material referred to was not available at time hearing went to 
press. ) 

The Cuarrman. Fine. I am sure you will agree with me that we 
cannot deal with this problem of a small company by some amending 
a net-investment approach to permit a total-income approach at the 
election of the company in the year in which it has a total loss, and 
then permit it to go back to net income for the next year if it has total 
earnings. I am sure you would recognize that would be entirely too 
one-sided. Therefore, I hope you will give more consideration to 
how we may be able to operate on some suggestion of another formula. 

Mr. Evans. I should not bore you with this. We have been think- 
ing, as the testimony has unfolded, of the possibility of the surplus- 
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interest approach as, possibly, coming close to helping solve that 
problem. However, I wouldn’t want to take your time now. Thank 
you very much for the invitation. 

The Cuairman. You also address yourself to the thought of how 
it can be done, not just in connection with that one stats Dai how it 
might be done in connection with a double step, such as the Treasury 
combination, because I want to be able to analyze that in the light of 
all the various problems that exist within the industry to see whether 
or not it does offer any possibility of a solution by amendment to take 
care of the industry as a whole, and the individual problems within 
the industry. 

Mr. Evans. Mr. Mills, thank you very much for your very helpful 
attitude, and we shall certainly respond to your invitation. 

The Cuatrman. Thank you, sir. We appreciate your being here 
this morning. 

Our next witness is the Honorable Ellis Arnall. 

Mr. Arnall, although we know you quite well, for the record, will 
you please identify yourself ? 


STATEMENT OF HON. ELLIS ARNALL, REPRESENTING NATIONAL 
ASSOCIATION OF LIFE INSURANCE COMPANIES, INC., ATLANTA, 
GA., ACCOMPANIED BY DEVEREAUX McCLATCHEY, GENERAL 
COUNSEL, AND DEWITT ROBERTS, EXECUTIVE SECRETARY 


Mr. Arnatu. Thank you, Mr. Chairman. May I inquire what is 
the view of the chairman and the committee about recessing ? 

The CuarrMan. We had you listed here for 15 minutes, but we have 
never attempted to call a halt on anyone as well known as you are in 
the delivery of the King’s English. We might have to adjourn at 
12:30 and ask you to come back for questioning, if we have not con- 
eluded with our questions. 

Mr. Arnatu. Thank you, Mr. Chairman. Please feel free to inter- 
rupt me at any time you wish or to call an adjournment. 

Let me say to you, Mr. Chairman and gentlemen of the committee, 
Ihave with me experts in this field, Mr. DeWitt Roberts, who is execu- 
tive secretary of our organization and director of it, and Mr. Deve- 
reaux McClatchey, who is a well-known attorney of Atlanta. 

Now, Mr. Chairman and gentlemen of the committee, the chairman 
has asked me to identify myself and, with your indulgence, I shall 
undertake to do that. I am a former attorney general and Governor 
of the Empire State of the South—Georgia. 

I am chairman of the board of the National Association of Life 
Insurance Companies, in which capacity here I appear, and serve as 
chairman of the board of the Coastal States Life Insurance Company 
of Atlanta. 

It is with some degree of humility and inadequacy, Mr. Chairman 
and gentlemen of the committee, that I address the committee on such 
a far-reaching technical subject, and, while I am going to undertake 
to present technical data which is essential for your consideration, I 
shall undertake to address myself primarily, in a desire to be helpful 
to the committee, to the requirements for more taxes from life insur- 
ance companies, in which and by which I am in sympathy and in favor, 
and, second, how best to pluck the feathers from this goose without 











386 TAXATION OF THE INCOME OF LIFE INSURANCE COMPANIES 


bringing about a disparity or a discrimination in the economic balance 
between types of companies here involved, and which said taxation 
will not imperil the solvency of these companies and the protection 
of the policyholders who are insured by them. 

When I conclude my remarks, Mr. Chairman and gentlemen of the 
committee, I hope you will feel ‘free to interrogate me on any matter 
I deal with or any matter that has been submitted for consideration 

of this committee or any question you have. 

While I again pose as no expert, if we will keep in mind the funda- 
mental for which we strive and the equity and the justice of the method 
we will employ to arrive at that objective, then I am sure that, to- 
gether, we can answer questions and undertake to clear away some 
of the underbrush. 

I hope that if I, as I must, engage from time to time in technical 
discussions, we will not get too involved in technicalities, because I 
am a believer that the committee, once it establishes the fundamental 
policy and the goal it seeks, will resort to the extensive use of its very 
able technical staff and attorneys, and we, in turn, and others who will 
appear here, likewise, have technicians, and they can discuss and 
argue various percentages and questions as to how they come about, 
although I hope I have some know ledge about how those things 
eventuate. 

Let me tell you, Mr. Chairman and gentlemen of the committee, 
just a little about the association in whose interest I appear. It has 
been my role all my life in politics and personally and as practicing 
atterwey to always end up on the side of little business and small peo- 
ple. I don’t know whether it is because my personal philosophy en- 
courages that addiction, but I tell you always I find myself trying to 
lift the banner, as you do, in behalf of small independent business and 
the unending necessity of a continuous fight to ke ep it alive in America, 
and I am concerned, as I know you are concerned, that in America we 
are losing the fight for little business. I can’t and won’t undertake to 
get into statistics, but in every constituency that you represent you 
know that little business is having an increasingly difficult time com- 
peting with the monoliths and the giants in various types of industry. 

Now let’s talk about life insurance. My association is a trade asso- 
ciation organized under the laws of Georgia, and we have a member- 
ship of 116 small- and medium-sized life insurance companies. These 
companies come from 25 States. They reach from the west coast to 
the Atlantic, from the Great Lakes to the gulf, and in my group there 
are mutual companies as well as stock companies, though the over- 
whelming number of my companies are stock companies. They repre- 
sent new, young, aggressive, progressive life insurance companies try- 
ing to get into -and stay in this highly competitive field of economic 
enterprise. 

I am here by virtue of a resolution adopted at our national conven- 
tion in Denver, Colo., on July 30, 1958. 

We recognize full well the problem of writing a satisfactory or dur- 
able tax measure in the field of life insurance. Asa matter of fact, it 
has been expressed that we hope somehow the committee and the Con- 
gress may come up with a philosophy or a personal type piece of 
legislation. I too hope so, but my experience in government, limited 
though it may have been, is that there is nothing permanent on the 
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statute books of our Nation or our States, and there should not be, 
Mr. Chairman. New conditions require new approaches, and I tell 
you if this philosophy that we advocate here today, and I am going 
to state to you our approach to it, is fundamentally sound, we don’t 
have to worry about a permanent piece of legislation because ‘the sound 


F philosophy will constant!y readopt itself, so let’s not assume, in all 
l deference to those who may have other views, that we are here met 
together to originate and design a piece of legislation which will stand 
: immutable as the ages come and go. 
We are here to design a piece , of legislation, in my humble opinion, 
: that will meet the needs of the day, the sufficiency of this hour, by 
e seeing to it that this great American industry pays its just share of 
taxation and that the method we employ to tax the industry be not one 
i that contains in it concealed, loaded dice, or marked cards, or weighted 
I scales that give the big, the powerful, advantages over the weak and 
il the small, and when I state that fundamental I know that every man 
y on this committee is in accord with that view. 
ll It is only when we begin to define terms, if you please, to adopt 
d formulas, to apply pere entages, that the problem begins. Therefore, 
t, if we would minimize the problem of inequities and discrimination 
zs and unfairness, I submit that my association believes the best legisla- 
tion will be the simplest system of equitable taxation which you can 
e, devise, and to that end I want to say at the outset, while I am not 
AS familiar in detail with the Treasury Department’s approach, they 
ig having never come up with any proposal other than, as I understand 
” it, to talk in theories or philosophies, I say why have a dual system of 
a taxation or a composite system or a combination when you can equi- 
to tably and justly and fairly through the device of one type of taxation 
id or one formula levy the burden fairly on all alike in the simplest, 
~ easiest possible way. 
We You know, I was head of OPS, Mr. Chairman, for a while, and I 
to know a lot about the problem of trying to take simple things and keep 
- them simple. You get a bunch of technicians who will get them so 
- involved you don’t know what you are talking about and I know it is 
‘y: hard to take technical taxation and write it simple, but I say let’s 
ae keep in mind that we are better off if we can use the simple approach 
a instead of the involved approach if the simple approach will do what 
- we want done. 
to I am going to talk along here because there have been some things 
x said this morning that I think need to be refuted. I believe the emi- 
_ nent chairman of this committee asked one of the witnesses, asked the 
~ witness, Doesn’t the net investment income approach, which you say is 
ry fair, leave a certain type of income by stock companies immune to tax- 
= ation, whereas mutuals say they can’t engage in those activities? 
I believe that was about the question. Now, I want to say, as naive 
_ as it may be for me to say this, [ know of no method of making money 
os open to a stock company today in the United States that is not likewise 
it available toa mutual company. I say that is a myth, it is a subterfuge, 
ns it is a sham, and it is not true. Over and above that, Mr. Chairman 
of and gentlemen of the committee, a life insurance company can’t make 
ted money but two ways. At least the ones I have been connected with 
the couldn’t and they had a hard time making money either way and still 
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One is you have investment and the other is you have income or 
profits derived from the premium dollar or the operational expenses of 
the business. In other words, every time any life insurance company, 
whether mutual or stock, takes in premium money or makes an invest- 
ment and brings in income from it, those are the sources, the legitimate 
sources, the proper sources, available to that life insurance company, 
so I say let’s get out of our thinking the idea that we have to adopt 
some hybrid system because of the fact that mutuals and stock com- 
panies do not have the same economic opportunity of making mone 
through writing policies, or business or investments, on the other hand, 

Moreover, I told this committee at the outset my association is per- 
fectly willing to pay its just share of taxes. I think we ought to be 
willing to do it. But the great fear we have, and I want to put this 
right out on the table before I get into all this material I have here, is 
that in the gist of a total income approach or in the gist of a combi- 
nation formula, you are going to let these big giants, the big mutual 
companies, from the imperial domain that I sometimes refer to as 
the East—all power to them—get their nose under the tent and start 
getting deductions and exemptions and exclusions until you will have 
a tax measure, that started out in good faith and fairness, so butchered 
that it is going to be a piece of inequitable, unjust, unreasonable 
legislation. , 

Listen to this: Let’s take the pension funds. We have talked about 
pension funds. I want to ask every member of this committee why 
shouldn’t a life insurance company pay income made from the han- 
dling of pension funds. Why should funds be sacrosanct? I know 
the answer. They say, “Well, savings banks or banks and trust 
companies can do it.” 

I want to confine what I was about to say. I want to restrain this 
statement. I was about to say it rather vehemently. Banks and 
trust companies can’t get in the life insurance business and, over and 
above that, don’t let any one fool you that the pension business in 
the United States isn’t dominated lock, stock, and barrel by the life 
insurance companies. So when they talk about “We want to get out 
because we wil) be under a unfair advantage,” what they are talking 
about is they want to get out so “We can keep the gigantic economic 
advantage we have already built up.” That is obvious. 

When they talk about “We want to get a deduction or an exclusion 
of dividend which mutuals pay to their policyholders and stockhold- 
ers,” I tell you if they ever get that through in this country—TI believe 
there are about 1,400 life insurance companies now in the United 
States—there will be 16 life insurance companies and all the others 
will have to close their doors or merge, if they can merge, because 
the big mutuals would dividend us to death, and let me say something 
about dividend. 

Why should they be sacrosanct? You know how they make the 
dividend. They overcharge in premiums and they get interest, Mr. 
Chairman, too, and yet they say they don’t have earned income on 
the dividend. It is utterly silly and absurd. Technical studies will 
show that. 

Where is that fact book? We have statistics showing the pension 
business, showing the dividend business. What I am trying to say 
here is that the Congress of the United States—Ellis Arnall didn't 
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do it; I knew less about the insurance business then than I do now 
and I don’t know a great deal about it now—but Congress passed a 
law, the Mills-Curtis law, and I tell you it has worked well. It offers 
a formula that applies to everybody alike. It offers a formula which 
if at the present rates does not produce adequate income for the Treas- 
ury, can be altered at your judgment and the judgment of the Congress. 

I have undertaken to show that there is no source of income that 
the stcok companies have that is not also available to the mutuals. 

I want to say something else. In approaching these involved 
formulas it is well for the committee to keep in mind that each State 
in the Union has different requirements as to surplus, assets, and all 
of the other insurance features that States regulate. I think it is 


also well to keep in mind that no matter what figure you come up with, 
for example, in the Mills-Curtis proposal, whether it be 90 percent, 
8714 percent, 85 percent, 82 percent, or this magical figure 70, or what- 
ever they come up with, we must realize there must be a tolerance 
provided to take care of individual companies, because any figure you 
come up with is nothing but either a straight-out industry average or 
a participating. In the former operational profits and savings are 
returned and in the latter the profits are retained by the company for 
the benefit of the stockholders to take care of losses and build up re- 
serves. Then there are many kinds of companies under this general 
classification. There are mutual companies, which are usually par- 
ticipating, but the manner in which their directors are chosen and the 
operations differ from company to company. There are companies in 
which the policyholders elect the directors, and there are companies 
which have self-perpetuating boards of directors. There are State- 
owned life insurance companies. ‘There are mixed companies. There 
are church companies. There are fraternal companies. 

The gamut of life insurance companies, these 1,400 operating in the 
United States, is so vague and so different that it is utterly impossible 
to determine their profits or their total income. 

Let me talk just a minute about the total income. Let’s get back 
to semantics. Lam wedded and my association is wedded to the jus- 
tice of the present system, or the one that was in effect, the Muills- 
Curtis Act. We think it is fair and if there is any adjustment to be 
made it should be made in the rates, or the exclusions, or the classifiea- 
tion, rather than in the system approach. However, the chairman 
has asked a number of witnesses who have spoken out for the Mills 
formula: Suppose we don’t do that or come up with some alternative ? 
I believe the chairman has said that. Now right before we adjourn 
for lunch I want to give you an alternative. Iam not for it. Let me 
make it very plain, I am not for it. But instead of devoting your 
time with these complicated equations that come in from companies 
that have either some personal ax to grind or some benefit to receive, 
or from the Treasury or from this group or that group, let me tell you 
if you really want to get the money across the board fairly how you 
can do it. 

Again I am not for it. I don’t want to retreat 1 inch from the 
proposition that the Mills-Curtis proposal is from a standpoint of 
philosophy and fairness the proper one, but if for any reason that 
doesn’t suit you, before you embrace some of these theoretical theories 
let me say this: 
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Let’s take a definition of total income. Do we mean total income, or 
do we mean a part of the total income, or do we mean a part of the 
total income after certain exclusions and exemptions and preferences 
have been established? If we are wedded to the words “total income,” 
if they are meaningful, there are those who say the thing that might 
be done would be to say “O. K., we’ll take a total income approach,” 
and by that we are going to take every dollar that comes into every life 
Insurance company, whether it is on a profitable transaction or a 
losing transaction, whether it is a profit or loss, whether it is income 
from premiums or income from investment, no matter what. You add 
up all the gross income that company has and then you put it with 
all the other companies in the United States, their gross total income 
for a certain year, and then we ask the Treasury how much money do 
you want. Then in order to take up tolerances and inequities that may 
exist in certain companies we say we will tax 50 percent or some such 
percent of the total gross income. 

Now, at what percentage? Mr. Chairman, any percentage you want 
that will raise the money and yet leave the companies solvent but, you 
see, again I get back to the proposition that total income as used in these 
hearings and as many who have appeared here would define total 
income, means not total income, but means preferences, exclusions, 
exceptions, and discriminations, and it is that about which we are so 
very violently concerned and bitterly opposed. 

It has been asked here—I will take just about 5 minutes, Mr. Chair- 
man—if there is any way you can tell the profits of a life insurance 
company with any degree of reasonable accuracy. For example, 
profits on life contracts, excluding pensions and individual annuities, 
ordinarily approximate 75 cents a thousand annually. 

However, the profits of the industry as a whole can be assumed to be 
equal to about 614 percent on the capital surplus structure. Likewise, 
there is one time in the existence of life insurance companies when it is 
possible to determine with almost complete accuracy what their profits 
have been over a period of years, and that occurs when a company is 
mutualized. 

That occurs when final settlement is made with the stockholders 
and they surrender their entire interest in the organization. 

At that point, let me say some eminent member of this committee has 
asked this question. Even then do the stockholders who mutualize 
get out of the company all of the profits that have been accrued and 
accumulated? That question has been asked. I say they have to get 
out every penny. The law requires it. The law requires it so there 
is no question. 

Now, then, I want to give some illustrations of this fabulous life 
insurance business as to what happened with several companies who 
mutualized, and let’s see the profits and see if it is unreasonable as some 
people have made the public, I am afraid, believe. 

Tam going totakecompany A. Iam doing that so as not to mention 
a company’s name and that is proper, I understand in this business. 
So I won’t call the name. 

There was a company mutualized and it paid its stockholders, in- 
cluding f final capital gains, a profit of $1,637,413 upon an investment 
of $337,500 over a period of 51 years, during a great part of which 
time there either was no income-tax law or the amount of tax was very 
low. 
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Now, then, let me give you another company. There was another 
company, a stock company, that existed for 47 years and it mutualized 
and it paid its stockholders a profit of approximately $4 million, in- 
cluding final capital gains, upon an investment of $2,800,000. This 
was an average yield of less than 4 percent annually. Mark that, an 
average y ield of less than 4 percent annually. Yet they say that some 
of these companies are unconscionably profitable. 

Another company I want to cite did a little better. Its stockholders 
averaged just under 6 percent profits, including final capital gains, 
out of an investment of $890,000, they got $1,900,000. Then one final 
company: There was a company in 1954 that mutualized and at the 
time of the mutualization that company had a capital of $2.5 million 
and surplus of $31 million. The management, the stockholders, and 
the regulatory authorities of the State w here the company did business 
agr eed that only $625,000 of this surplus belonged to the stockholders, 
and that $30.4 million of the surplus was needed and required to main- 
tain the stability and the safety of the company. 

Before we go to lunch, Mr. Chairman, if you will just give me one 
minute longer at this time, our proposal is that the new “formula to 
be recommended and included in a bill to be brought out by this very 
able committee would be the old Mills-Curtis proposal, changing in 
this respect: That the deductions should be 90 percent of so much of 
such excess as does not exceed a quarter of a million dollars, 85 percent 
of so much of the excess as exceeds a quarter of a million dollars, and 
does not exceed a million and a quarter dollars, and 82 percent of so 
much of the excess that exceeds a million and a quarter dollars. 

Such formula would yield to the Treasury an increase of approxi- 

mately 20 percent, actually 19.6 percent, according to our statisticians. 
This approximately constitutes a 20 percent increase and we regard 
it as being just a little excessive chiefly because of the increase upon 
companies with investment income between $214 million and $734 
million, but this excess is negligible and should not affect the competi- 
tive positions of the companies involved. 

After lunch, Mr. Chairman, I want to discuss these figures a little 
more and show you why we come up with them and how they work 
and compare them to the Treasury Department’s figures and talk about 
the dollars we will receive from such a proposal. 

Mr. Chairman, I am going to cut through now and we are going to 
furnish you a copy of this thing that I was supposed to speak from. 
The Cuamman. Allof it will be in the record, however, Governor. 

Mr. Arnau. Thank you. 

I am going to move along, if Imay. Wesummarize, Mr. Chairman, 
as br iefly as possible, the position of our association, which comprises 
the small, medium size, progressive life insurance companies. We 
regard the writing of this legislation as the function of Congress and 
of course the Congress will measure up to that exercise of its function. 
We believe that the Mills-Curtis Act is an excellent piece of thought- 
ful, workable, fair, and simple legislation. It sets out with clarity 
the tax base with no undue injury to any one. Now someone has said 
that certain credit life companies get out from under this act, and I say 
that, if that be true, as I think it is, let’s frame a little special tax act 
to get them. Let’s not burn down the barn to get the rat and let’s 
not let the tail of the dog wag the dog. We have too much workable 
legislation. 
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The third point we make is that our association is opposed to any 
exemption of any limit of the industry from its proper burden of 
taxation. We oppose vehemently any effort on the part of any seg- 
ment of this industry, particul: rly the large mutual companies, from 
shifting the burden of taxation off of them on to little struggling, 
striving, life insurance companies. 

Fourth, the National Association of Life Companies suggests to the 
committee and the Congress that the fairest and simplest “method of 
adjusting the taxation of life companies at the present time to require 
them to pay more of their just share of taxation without discrimina- 
tion is through making the 1956 Mills Act permanent legislation with a 
change in the formula by striking the present formula in section 804 
and writing a new formula to provide that the deduction shall be 90 
percent of so much of excess as does not exceed a quarter of a million 
dollars, 85 percent of so much that does exceed a quarter of a million 
dollars, and does not exceed one and a quarter million, and 82 percent 
of so much of such excess that exceeds the one and a quarter million 
dollars. 

Actually, without getting into this discussion because you have other 
witnesses, we say that 82 percent is the actual weighted average of the 
Secretary of the Treasury’s ratio for the past 5 years. That is our 
contention. 

Now we say that this formula would yield the Treasury an increase 
of approximately 20 percent or 19.6 percent. We say th: at actually if 
we had in effect today the Mills-Curtis Act with no raise or no increase 
in the tax rate or no increase in the amount subject to tax, the Mills- 
Curtis Act would have provided $230 million in 1958 as opposed to 
$292 million in 1957, and we say that according to the best informa- 
tion given me by technicians, actuaries, and those who hold themselves 
out as tax experts and computers, the proposal we make, if approved, 
would increase the take 20 percent, which would amount to between 
$400 million, or a possible total income of approximately a half 
billion dollars. 

The Cuarrman. Under your suggestion ? 

Mr. Arnaty. Yes, sir. 

I have another little explanation of this percentage and ratios which 
is quite involved that I would like to hand the clerk and ask him to 
put it in without taking your time in this dissertation on figures. 

The Cuarrman. Without objection that will appear at this point. 

(The data referred to follow :) 


I want also to make an observation about the much discussed 30 percent that 
has figured throughout this hearing. The Secretary’s ratio, published pursuant 
to the 1942 act was 77.66 percent for 1957, leaving a balance of 22.34 percent; the 
1958 Secretary’s ratio, published in September, was 75.53 perc ent, leaving a bal- 
ance of 24.47 percent. This would indicate a distortion of 25 percent in the 
Treasury’s computations. Let me, parenthetically, add that ‘if weighting pro- 
vided by the 16 largest companies to their advantage was removed, the per- 
centage would approximate 80 percent, leaving a residue of 20 percent. 

It is my assumption, however, that they mean not an official determination, 
but certain estimates made by Mr. David Lindsay, of the Treasury, in his 
testimony on March 5, 1958, on page 16 of the Senate hearings. Again, that 
figure was not 30 percent, for the 30.78 percent figure was the figure for the 16 
largest companies, namely, mutuals. The figure for all companies with above 
$1 million net investment income, other than these 16, was 24-plus percent, 15 
percent of investment income is taxed. The question has been asked: Where 
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did the other 9 percent go? Among the younger progressive companies, whose 
acquisition costs are amortized more rapidly than the 16 giants, a good part was 
absorbed through the 50 percent nationwide and companywide increase in early 
lapses in the past 3 years, and the rest went for other expenses incident to the 
operation of their business, or to preserve the necessary relationship between 
reserves and surplus. We shall show presently what the true profits and the 
proper taxes on life companies are and ought to be, respectively. 


STATEMENT OF ELLIS ARNALL ON BEHALF OF THE NATIONAL ASSOCIATION OF LIFE 
COMPANIES 


The National Association of Life Companies is a trade association, organized 
under the laws of the State of Georgia, with a membership of 116 small- and 
medium-sized life insurance companies in 25 States. 

This appearance before the subcommittee of the Ways and Means Committee, 
and the viewpoint expressed upon pending legislation in this field, was directed 
by a unanimously adopted resolution of the convention of the association at its 
annual meeting at Denver, Colo., on July 30, 1958. The resolution followed 
exhaustive study of the subject by the association’s staff and its committee on 
taxation. 

We recognize that the problem of writing either a satisfactory or a durable 
tax measure in the field of life insurance presents unusual difficulties. The 
industry is an important one, safeguarding more than $100 billion of the family 
savings of Americans, and covering 109 million policyholders. Yet it is an 
industry predicated upon mathematical conjectures based upon the experience of 
previous years as to probable mortality, and upon sometimes ill-founded antici- 
pations of investment earnings. A life insurance contract spans so many years, 
and includes so many contingencies, that upon an individual policy it is possible 
that the profit or loss could not be determined for more than 140 years; many 
actually have spanned a full century. 

It is an industry with an exceedingly complex organization. There are two 
kinds of life insurance companies: Participating and nonparticipating; in the 
former, operational profits and savings are returned, at least in part, to the policy- 
holder ; in the latter, profits are retained by the company for the benefit of stock- 
holders and possible losses are absorbed through the capital-surplus structure. 

The companies are of many kinds, as to corporate organization and government. 
There are mutual companies, which are usually participating companies, but the 
manner in which their directors are chosen and their operations directed vary 
strikingly ; for there are companies in which the policyholders elect the directors, 
although these may be nominated in a wide variety of ways; there are companies 
with self-perpetuating boards; there are companies where directors are named 
by State agencies; there are “mixed companies,’ mutual in most respects, but 
with stockholders, where the policyholders name the directors, who must, how- 
ever, be stockholders. There is even one State-owned insurance organization. 

There are also stock companies, more than a thousand of them, making up one 
of the most vigorous elements of small, widely diversified private enterprise in 
the Nation. Many of these are participating companies ; many issue both partici- 
pating and nonparticipating contracts; a majority write only nonparticipating 
business. Some of these are profitmaking, or more accurately, profit-seeking com- 
panies in the usual sense, but a good many belong to unions, churches, farmers’ 
organizations, and philanthropic groups, which receive the profits. A few are 
wholly philanthropic. 

Yet with all this variety of companies, the variation in rates is negligible 
and the competition strenuous. 

It has often been stated with the authority of an axiom that basic rates, in a 
competitive sense, are fixed by the large mutual companies. That is precisely as 
accurate as the long-believed ‘‘axiom”’ that the world is flat. The level of rates, 
of course, has a definite floor, provided by the requirements for solvency imposed 
by the mortality tables. The ceiling is pretty well fixed by the participating stock 
companies, though influenced by the practices of the regional mutuals and the 
very vigorous small companies. 

The intensity of competition, the nature of the product being sold, the 
extremely heavy taxation imposed at State and local levels, the needful caution 
in investment policies—all these combine to keep profits within the industry 
extremely low. 
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Gains from operations, as disclosed by the annual reports to State insurance 
departments, are not measures of a company’s profits; they merely indicate the 
solvency, liquidity, and stability of the company. The difference in surplus 
requirements is very great, depending upon the reserve basis that prevails, 
Obviously, companies with identical interest earnings but with different reserve 
bases would accumulate surplus in different amounts. 

While these statements are entirely correct with reference to whole life, 
industrial, individual annuities and most other items sold by life companies, it is 
theoretically possible to determine by normal accounting methods the annual 
profits of a company engaged solely in individual credit life or group annuity; 
and the profits might be approximated with fair accuracy in the instance of 
group and group credit, if the contracts made no provision for conversion. How- 
ever, except in the possible case of individual credit term, no companies presently 
exist writing only such items. 

There are a number of “rules of thumb” by which the profits of a company 
could be estimated with reasonable accuracy. For example, profits on life con- 
tracts, excluding pensions and individual annuities, ordinarily approximate 75 
cents per thousand annually. Moreover, the profits of the industry as a whole 
can be assumed to equal about 6.5 percent on the capital-surplus structure. Like- 
wise, there is one time in the existence of some companies when it is possible to 
determine with almost completely accuracy what their profits have been over a 
period of years. That occurs when the company is mutualized, and a final settle- 
ment is made with the stockholders and they surrender their entire interest in 
the organization. 

Three recent examples can be cited to demonstrate the average level of profits 
in the life insurance industry of the United States. Company A paid its stock- 
holders, including final capital gains, a profit of $1,637,413 upon an investment of 
$337,500 over a period of 51 years, during a great part of which time there either 
was no income-tax law or the amount of tax was very low. Company B, in 47 
years of operation, paid its stockholders a profit of $3,988,428, including final 
capital gains, upon an investment of $2,768,551; this was an average yield of 
less than 4 percent annually. Company C did somewhat better ; its stockholders 
averaged just under 6 percent profits annually, with total profits, including final 
eapital gains, of $1,943,224 on an investment of $883,000 for 40 years. 

The mutualization of company D in 1954 dramatically illustrates the differ- 
ence between actual profits and “operating gains” as defined by the NALC. At 
the time of mutualization, the company had a capital of $2,500,000 and a surplus 
of $31,035,717. The management, the stockholders, and the regulatory authori- 
ties of the States where it did business agreed that only $625,000 of this surplus 
belonged to, or could be distributed to, the stockholders, and that $30,410,717 of 
the surplus was needed and required to maintain the stability of the organiza- 
tion and protect properly the interests of the policyholders. 

Of course, exceptions exist in both directions. Hundreds of companies have 
lost money for their stockholders and eventually been merged into or reinsured 
by other organizations. Some companies, by entering either fields of insurance 
or geographic areas that were either untested or regarded as undesirable by 
existing companies, have made spectacular profits, especially in the period 1935—44. 
Opportunities for that type of rapid and profitable expansion do not appear to 
be available today. 

However, there are numerous formula methods by which the approximate 
profits of a company can be determined for tax purposes. While, because of 
simplicity and easy safeguards against inequity, the National Association of Life 
Companies prefers a formula such as a the present one, based upon investment 
income alone, there are other types of formulas that could be devised that would 
be reasonably accurate also. One such is a mixture of investment income and 
premium income. 

Nor are we prepared to say that an effort to use the investment formula ap- 
proach for all other items sold by insurance companies, while segregating pen- 
sion operations and taxing them upon gains from operations, would be unfair, 
although we oppose it upon the grounds that it introduces unnecessary complica- 
tions and establishes a precedent that may some day be inexactly and unreason- 
ably followed. 

It is our conclusion that, in an industry that rests upon one formula after an- 
other—for anticipated mortality, for probable yield on investments, for conver- 
sions, for waiver of premiums in the event of disability—the tax system is 
better and more wisely geared to a formula. 
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The NALC committee on taxation gave careful study to proposals for a so- 
called total income approach, such as the Treasury from time to time has pro- 
posed. We do not regard such a proposal as wise; we do not believe that it can 
be translated into effective legislation ; we do not believe that it will be equitable ; 
and we do not think it will raise any money for the Treasury. Mutual companies 
have only to change dividend policies to avoid the tax almost altogether. Older 
stock companies can strengthen their reserves and defer payment indefinitely. 
Younger stock companies can spend upon promotion and selling and pay no 
taxes. 

While this association believes strongly that the total of taxation upon life 
companies, by State, local, and Federal governments, is already high in compari- 
son with other financial institutions serving somewhat parallel social objectives, 
we do not support a plan of taxation that would leave almost wholly to the boards 
of directors of the Nation’s life insurance companies the decision as to how much 
taxes they will pay the Federal Government. 

The sociological and economic impact would be severe in those areas where 
the economy has just achieved some balance because it has been able to keep 
some of its savings at home. Most of the younger companies are to be found in 
the Midwest, the Mountain States, the Southeast, the Southwest, and on the 
Pacific coast. 

Small regional companies would be seriously crippled. They need to accumu- 
late surplus to maintain their solvency and stability. Usually they reserve upon 
a higher percentage than large companies, Operate in regions that are less invit- 
ing economically, are barred from many States because of acquisition cost regula- 
tions that are meaningless in view of renewal schedules—for example: 16 
New York companies are authorized to do business in Texas, which welcomes 
competition in the life insurance industry, but not a single Texas company is 
authorized to do business in New York; 15 New York companies are entered 
in Arkansas, but no Arkansas companies in New York; 15 New York companies 
are entered in Georgia, but no Georgia companies in New York; 17 New York 
companies are entered in Tennessee, but no Tennessee company is licensed in 
New York; there are no Indiana companies licensed in New York, but 17 New 
York companies do business in Indiana. 

Investment methods of life companies would be profoundly changed. Again 
the smaller companies would be placed at a disadvantage. To escape any pay- 
ment of Federal income taxes, it would be necessary for one New York company 
to shift approximately 4 percent of its investments into tax exempts. The 
smaller companies, investing largely in regional conventional mortgages, would 
not be able to do so. They could not hope to compete with the buying power of 
the great mutuals, which frequently swallow up entire security issues at a single 
gulp. 

It must be remembered that the life insurance industry once was tested 
under the total-income approach, from the enactment of the first income-tax law 
through 1920. It was at the insistence of the Treasury that an investment 
income approach was adopted, and the formula system initiated. The House 
Ways and Means Committee and the Senate Finance Committee explored at 
great length the desirability and undesirability of a total-income approach when 
the 1942 formula was adopted. It explored the issue again, with even greater 
thoroughness, throughout 1954 and 1955, when the Mills Act was produced. Con- 
gress acceded in 1956 to the Treasury’s request that the Mills Act be treated as 
a stopgap, although it had been written and was designed as permanent legisla- 
tion, upon the Treasury’s promise to produce a definite plan during the coming 
year. 

Except for one very small segment of the industry, and a few individuals in 
the Treasury, there is no suggestion today that a total-income approach is pos- 
sible or equitable. To analyze either the Treasury’s initial proposal or measures 
that have been proposed from the small segment of industry, would amount to 
setting up straw men to beat. 

Moreover, from communications from the Treasury that have appeared in 
official records, this association is informed that the Treasury is not wholly 
satisfied with its own original program of a total-income approach, but would 
welcome equally a modification of the investment income formula approach. 
This is a reasonable conclusion from the text of the Treasury’s letter to Hon. 
Wilbur Mills, chairman of Ways and Means, and Hon. Harry F. Byrd, chairman 
of Senate Finance. Certainly it is a consistent inference from the testimony 
given by Treasury representatives at the Senate Finance Committee hearing in 
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March 1958 on the extension of the Mills Act for 1957. Whether this is an accu- 
rate inference, although fully justified, NALC does not know, for the Treasury 
has not seen fit to seek any information or advice on the subject of life insur- 
ance company’s taxation from any group representing the smaller companies nor 
from any small company, although we are informed that some kind of consulting 
group of technical advisers was summoned to the Treasury for conferences. 

Let us summarize, as briefly as possible, the position of the National Associa- 
tion of Life Companies toward income-tax legislation for life companies, and, 
especially, with reference to the adoption of permanent legislation this year, 

First, we regard the writing of such legislation as a function of the Congress, 
especially of the House of Representatives. While it is indubitably both the 
right and obligation of the executive branch, through the Treasury, to report 
upon and recommend about such legislation; while it is the obligation of the 
Treasury to make available all the information it may possess in this field; 
while it is the right of any trade association or individual company to be heard 
by the appropriate committees of House and Senate; the writing of tax legisla- 
tion and the making of tax policies is a legislative function. While this may 
sound very much like a high-school statement of constitutional prerogatives, it 
is not such; the congressionally drawn measures of the past were fairer, sim- 
pler, and better than those drawn either by the Treasury or the industry. A 
glance backward at the 1942 act, the result of Treasury-industry cooperation, or 
at the 1950 act, prepared almost wholly by the industry after the Treasury 
noted that its 1942 monstrosity produced not a dime of revenue, demonstrates 
the practical advantage of a measure that reflects congressional determination 
of the issues. By contrast, the 1921, 1951, and 1956 measures, all of which were 
almost wholly products of the thinking of the Ways and Means and Senate 
Finance Committees on the problem were equitable and reasonable measures. 

Second, the National Association of Life Companies thinks that the Mills Act 
is an excellent piece of thoughtful legislation. An immense amount of work 
went into its construction, by Members of the Congress and by the staff of the 
Joint Committee on Internal Revenue Taxation. The act closed a large number 
of loopholes that had previously permitted unfair tax avoidance. It provided, 
for the first time, an effective and understandable definition of a life insurance 
company, preventing the use of a nominal life insurance corporate structure as 
an investment operation. For the first time, in any bill, it recognized that newly 
organized companies in this field had special problems. We have examined the 
basic measure most carefully. The staff and legal counsel of the association 
have talked with representatives of more than 75 companies about the basic 
portions of the bill, and, with the very minor exception of a slight want of 
clarity in one section referring to accident and health contracts, we have found 
nothing meriting any criticism at all; even in that one section, in view of the 
fluid condition of the accident and health business and the changes in State 
policies on the subject, we are not prepared at this time to suggest amendment. 
Most notably, the Mills Act is flexible as a revenue measure. It recognizes the 
inherent difficulty of any formula system for any industry, but it also recognizes 
the almost insurmountable difficulties of writing a tax bill for life insurance not 
based on formula. This bill is not open to the objections of its predecessors. 
It can never “go off the board,” as did the 1942 measure; it cannot become con- 
fiscatory, as did the 1950 measure. And at all times it is keyed to the general 
corporate tax structure, avoiding the hazards of the 1951 stopgap. 

Third, the National Association of Life Companies is opposed to any exemp- 
tion of any element of the industry from its proper burden of taxation. Pro- 
posals to exempt from Federal income taxation the profits earned by life com- 
panies, whether mutual or stock, upon group annuity operations, supplementary 
contracts, standard annuity contracts or deposit administration plan annuity 
contracts are the most extraordinary that have come to our attention, or to the 
attention of the Congress, in many years. While an apparently excellent, but 
really specious, case could be made for taxing certain of these items at a very 
higher rate than other items in a life company’s inventory, actually they are life 
insurance items and should have the same treatment as the rest. 

NALC makes this statement, conscious of the feeling among many segments of 
the industry that certain types of pension plans are not in any sense proper for 
a life company; they may be socially desirable and financially sound, but, 


paraphrasing the president of the Nation’s largest company with reference to 


variable contracts “they are all right for somebody to write, but they are not 
life insurance and life insurance companies ought not to write them.” 
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The theory that, because the investment earnings of trusteed funds are 
exempt from taxation, insurance company profits in a parallel field should be 
exempt from tax is untenable. The profits or fees of trustees, whether trust 
companies, banks, or individuals, are fully taxed. 

It may be pointed out that trustee plans, exempt under section 401 of the 
Internal Revenue Code of 1954, receive the tax exemption upon interest solely 
for the purpose of providing pension and annuity and similar benefits, and this 
exemption is lost if the trust attempts to do a life insurance business. It may 
also be pointed out that the interest upon life insurance companies’ pension re- 
serves is exempted from taxation to the extent that this interest is added to 
the reserve. Only the excess interest, that interest that does not pass to the 
pension fund but is retained by the company, is taxed. 

Under proposals to exempt the interest upon pension reserves from taxation, 
it would be possible for a company to be organized, to qualify as a life insur- 
ance company, to make substantial profits, to engage in no business except the 
writing of pension agreements, and to pay no taxes to the Federal Government. 

Fourth, the National Association of Life Companies suggests to the com- 
mittee and the Congress that the fairest and simplest method of adjusting the 
taxation of life companies at the present time is through making the present 
1956 Mills Act permanent legislation, with a change in formula, by striking the 
present formula in section 804 and writing a new formula to provide that the 
deductions shall be: (1) 90 percent of so much of such excess as does not 
exceed $250,000; (2) 85 percent of so much of such as exceeds $250,000 and 
does not exceed $1,250,000; and (3) 82 percent of so much of such excess that 
exceeds $1,256,000. 

Such a formula would yield to the Treasury an increase of about 19.6 percent, 
which is approximately the appropriate figure; we regard it as about 1.3 per- 
cent excessive, chiefly because of the increase upon companies with investment 
income between $2,500,000 and $7,750,000, but this excess is negligible and should 
not affect the competitive position of the companies involved. 

(This estimate is based upon calculations indicating that the true profits of 
life companies for 1957 approximated $678,500,000. ) 

It may be argued that the slight tax reduction for very small companies is 
unjustified. This association believes otherwise. Acquisition costs and renewal 
expenses in this category of companies have risen sharply in the past 3 years 
and expenses have increased markedly in the past 3 years. Since their invest- 
ments are primarily in governments and in longer term conventional mortgages, 
of a type that may be described as tailormade, their profits have declined 
sharply. From the standpoint of equity, we think the relief merited; it cannot 
affect substantially the yield to the Treasury, since such companies pay less 
than 2 percent of the taxes in the life insurance field. 

The National Association of Life Companies has avoided sedulously in this 
statement every form of emotional appeal. 

We do not represent to this committee or to the Congress that some increase 
in taxation is not presently equitable and proper; the industry’s profit is about 
18.3 percent greater than is taxed under the 1956 formula; it should pay more 
taxes, as long as the policy of Congress is to impose a tax upon life insurance. 

We have not regaled the committee with sad stories of money lost by smaller 
or younger companies in the past 18 months, evidenced by the large numbers 
of mergers and reinsurance contracts; some of these losses were occasioned by 
experiments by unskilled management and others by the exceptionally bad year 
experienced in accident and health operations; no policyholder has lost money, 
and the stockholders who sustained a loss knew that they were embarking 
upon a venture fraught with risks. 

We have not talked about the 109 million policyholders and their potential 
widows and orphans, and suggested that this body contemplated some action 
that would deprive them of the bare necessities of life: no tax measure that 
would bring about such a result is even remotely likely to reach a vote in the 
Congress. 

The National Association of Life Companies, however, does suggest that a 
somewhat cynical British politician of the 18th century was correct when he 
said that a good tax bill plucks from the goose the most feathers with the 
fewest squawks. Our suggestion is fair to the industry; it is productive to the 
Treasury; it does not undo the excellent work that this committee did through 
1954 and 1955 and 1956 in framing the basic law; it is simple; it is practical. 
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Mr. Arnatu. If you have any questions now or after lunch I will 
be glad to undertake to answer them. 

The Cuarrman. I think it would be probably better, if it is con- 
venient for you, to return this afternoon at 2 o’clock, in the event 
there are any questions. 

Mr. Arnau. Thank you somuch. 

The Cuarrman. The committee will adjourn until 2 o’clock. 

(Whereupon, at 12:40 p. m., the committee was recessed, to recon- 
vene at 2 p.m. the same day.) 


AFTERNOON SESSION 


The CHarmman. The subcommittee will please come to order. 

We adjourned earlier with the understanding that Governor Arnall 
would return at 2 for purposes of answering questions. It later de- 
veloped, in view of the long calendar for ‘this afternoon, that the 
members of the committee would not ask questions of Governor Arnall. 

So, at this time, I want to indicate in the record the appreciation 
of the committee for his appearance and the information given the 
committee. 

Our next witness is Mr. Jefferson D. Henry. If you will identify 
yourself for the record by giving us your name and address and the 
capacity in which you appear ? 


STATEMENT OF JEFFERSON DAVIS HENRY, VICE PRESIDENT AND 
MEMBER OF THE EXECUTIVE COMMITTEE OF THE ASSOCIATION 
OF ALABAMA LIFE INSURANCE COMPANIES 


Mr. Henry. Thank you, sir. My name is Jefferson Davis Henry. 
I am vice president of a smali, young, legal-reserve life insurance 
company called the Guaranty Savings Life Insurance Co., with our 
home office at Montgomery, Ala. 

The CuatrMan,. You are recognized, Mr. Henry. 

Mr. Henry. I am also vice president of, and a member of the execu- 
tive committee of, the Association of Alabama Life Insurance Com- 
panies. My appearance here is in behalf of our association, and this 
statement is made pursuant to action of the association at a special 


meeting of all its members on September 5, 1958, and its annual meet- 


ing October 24, 1958, where problems incident to the adoption of a 
new Federal income-tax act for life companies were discussed. 

Mr, Mills, with your consent and in the interest of time, T should 
like to file bee brief for the record, and limit my remarks to about 3 
minutes. 


The Cuamman. That wi)) be fine, and your entire statement, with- 
out objection, will appear in the record at this point, Mr. Henry. 

Mr, Henry, Thank you, sir, 

(The statement referred to follows :) 


The Association of Alabama Life Insurance Companies is a State trade asso- 
ciation, composed of some 22 legal-reserve life companies domiciled in the State 
of Alabama. All legal-reserve insurance companies that are over 2 years old 
are eligible to become members of our association. A list of our member com- 
panies is attached for the record. 

All the Alabama life companies are small, and most of them are young. 
They are a product of the general decentralization of industry and finance 
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that is a part of the established policy of the Nation. All legal-reserve life 
companies in Alabama are stock companies. Our stockholders, policyholders, 
agents, and employees number into the thousands of people, and the economic 
impact of the life-insurance industry in our State is very significant, and is 
growing in importance every day. 

Our association, by unanimous action of its membership, is on record as 
favoring a Federal income-tax measure based on net investment income, because 
it can be fair and equitable and because it can be income-producing to the Gov- 
ernment. We are strongly opposed to any law that would tax stock life insurance 
companies by one standard and mutual life insurance companies by another. We 
are strongly opposed to any tax measure based on the total-income approach. 

On behalf of the association, I wish to set out six points that we believe to be 
pertinent to this hearing insofar as any measure involving a total-income 
approach may be considered. 

First, since the liabilities of a life insurance company are, at best, estimates, 
and since its contingent liabilities are so enormous with respect to a company’s 
total resources, it is impossible to determine the profits or losses over such a short 
period as 1 year. Additions to surplus in a year are not necessarily profits and, 
because of the nature of the business, cannot be paid out as dividends, but must be 
retained as an additional reserve for the protection of policyholders. For these 
reasons, the rules that apply to other corporations cannot properly be applied 
to life insurance companies. 

Second, heavy taxation of the increase in surplus of companies writing guaran- 
teed-cost life insurance would make it impossible for them to meet competition 
and, at the same time, maintain safety margins to the extent required for public 
confidence. 

Third, a total-income approach was in use until 1921, when it was abandoned as 
unworkable. It has been studied continuously for many years, and intensively 
over the past several months. Satisfactory solutions to the problems it involves 
have not been found and, in our judgment, cannot be found. 

Fourth, the proposed total-income approach might well result in a decrease 
in the amount of taxes being paid by the life insurance business, and would cer- 
tainly shift the burden of taxation from the large mutual companies to the small- 
and medium-size stock companies. Although taxes of most stock life insurance 
companies would be substantially increased, this might, and probably would, be 
more than offset by the decrease in taxes payable by the large mutual companies. 
Large mutual companies, because of their control of the dividends distributed to 
policyholders and their control of policy reserves and other liabilities, would be 
able to pay just so much in income taxes as they might choose, Most of the old 
and large mutual companies are maintaining policy reserves on a very high basis 
by charging an excess premium which is available from year to year to meet con- 
tingencies and might well add nothing to surplus and, therefore, pay no taxes. 
H. R. 13707, a bill sponsored by certain large mutual companies, recognizes this 
fact and provides for an alternative minimum tax in order to avoid the situation 
of a complete evaporation or vanishing of mutual company income taxes. This 
alternative tax is based upon the net investment income theory, but with addi- 
tional credits which would result in reducing the tax rate substantially for those 
Wutwal Companies paying on this proposed alternative method, 

Fifth, it is in the interest of the public that stock and mutual life insurance 
companies continue to compete for public acceptance. Competition cannot con- 
tinue if a discriminatory tax advantage is available on either side. Under any 
total-income formula so far devised, stock life insurance companies must be at 
a serious competitive disadvantage. 

Sixth, it is in the interest of the economy of the State of Alabama that our 
State develop its own life insurance companies. Under the total-income approach, 
it would be difficult, if not impossible, for a stock life insurance company to com- 
pete with the tax-sheltered mutual companies and continue to grow and remain 
sound. 

Thirty years ago, there were only a very few legal-reserve life insurance com- 
panies in Alabama, and all of them were exceedingly small. As the economy of 
Alabama and the South has improved, sonthern companies have grown on a 
sound basis, and many new companies have been successfully organized and op- 
erated. At the present time, there are more than 40 legal-reserve stock life in- 
surance companies incorporated in Alabama, and these companies are receiving 
a substantial percentage of the life insurance premiums being paid by the citi- 
zens of Alabama and other Southern States. As a result of this, pools of capital 
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are being built up in Alabama, and this capital is badly needed for the further 
development of the State. While foreign companies make loans in Alabama, 
they do not make the contribution to the economy that is made by a domestic 
company maintaining its home office in the State. 

All new and smaller life insurance companies are stock companies—it is prac- 
tically impossible to organize a mutual company, since money must be paid in 
the beginning to guarantee the payment of policy contracts, and this money can 
be obtained only through the sale of stock. Once a company is organized, it 
usually loses money for a period of years, and the money that is lost is that 
which was originally contributed by the stockholders in the form of paid-up 
surplus. 

After a company reaches a stage where it is beginning to make money, it 
finds itself in the position of being forced to add this money to its surplus. The 
liabilities of a life insurance company are estimates. The principal liability is 
policy reserves and while these reserves are based upon recognized mortality 
tables, a guaranteed interest must be assumed. While the reserves are presumed 
to be adequate, if mortality increases either as a result of a war, or an epidemic, 
or normally, it could well be that the assumption will not be high enough and 
that the reserves are inadequate. It is also true that if interest rates decline 
substantially, or if in times of depression the companies sustain substantial losses 
on investments, again the reserves might prove to be inadequate. For this reason 
a life insurance company must carry a surplus which in effect is a contingency 
reserve. No life insurance company operating without surplus would be con- 
sidered as being sound and the amount of the surplus cannot be expressed in 
dollars; it must be expressed as a percentage of the reserves. If the margin 
of error in calculating the reserves is as great as'5 percent then a surplus of 
5 percent of the reserves could be wiped out. 

Most Alabama life insurance companies in order to meet competition have 
adopted what are considered the minimum safe reserves and charge a guaranteed 
rate; that is, a nonparticipating rate. They differ from the big mutual com- 
panies of the East which admittedly make an overcharge in their rate with a 
promise that the overcharge will be returned as dividends. There is no legal 
requirement that any part of the premium be returned so that a mutual com- 
pany has a pad in the premium charged which can be withheld from the policy- 
holders in any given year, or in any series of years, for the purpose of meeting 
contingencies or building still greater reserves. This means that a mutual com- 
pany does not need as large a surplus as a stock company. The fact that most of 
the big Eastern mutual companies have adopted very high reserves also reduces 
the necessity for a large surplus. 

If an Alabama stock life insurance company is taxed 52 percent on the 
amount of money that might otherwise be available for increase in surplus, it 
would not be able to build a sufficient surplus as its liabilities grew. This is 
not a question of profits to stockholders or dividends to stockholders, it is a 
question of safety of the policyholders. Unless a company can continue to 
increase its surplus at a reasonable percentage of its reserve increases, it cannot 
justify the confidence of the buying public. 

And, if only 48 cents out of every dollar that might otherwise be available 
to surplus remains after paying Federal income tax, then, in our judgment, 
no Alabama company could maintain an adequate surplus and meet competition. 

Surely Congress would not be interested in a further concentration of the life 
insurance business in some 3 or 4 States where all the big mutual companies 
are now domiciled. Some 10 or 12 of the large mutual companies already have 
approximately two-thirds of the assets of the whole institution of life insur- 
ance. To pass a law taxing the stock companies on a corporate basis which 
would provide a great measure of tax relief to the mutual companies would 
undoubtedly result in a further concentration of all the life insurance business 
into a few companies in a few States. It would stifle the development of small 
stock companies in Alabama and other States in the Union. 

The membership of the Association of Alabama Life Insurance Companies 
feels strongly that the insurance industry should pay its just share of the 
eost of government. Yet we feel, as this committee surely feels, that any 
taxing formula must be fair and equitable and should not grant favor to the 
large mutuals at the expense of the stock companies. 

We feel that the Mills Act, the product of many, many months of work and 
study by this committee and its staff, is a good act, easily adjusted as to 
formula, can always produce revenue, and will not cripple the small and the 
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young life insurance companies of the Nation nor grant favor to one class as 
to another. 

It may be that testimony developed at this hearing will disclose that some 
minor revision, upward or downward, may be required in the formula set out 
in the Mills Act, but the act itself is a sound basis of taxation. It is fair as 
between mutual and stock companies. It is productive to the Treasury. It 
ean easily be revised whenever revision is indicated. It can be revised this 
year in time to go into effect for the tax year 1958. 

Speaking for the life insurance industry in Alabama, I strongly urge that 
the Mills Act be made permanent. 


MEMBERSHIP List, ASSOCIATION OF ALABAMA LIFE INSURANCE COMPANIES, 
OcTOBER 1958 


Alabama Life & Casualty Insurance Co., 2004 South 13th Avenue, Birmingham, 
Ala. 

American Life Insurance Co., 23d Street, Fourth Avenue North, Birmingham, 
Ala. 

Cotton States Life Insurance Co., First Mortgage Building (Post Office Box 353), 
Tuscaloosa, Ala. 

Emergency Aid Life Insurance Co., Elba, Ala. 

Employers Life Insurance Co., Post Office Box 1788, Birmingham, Ala. 

Equity Life Insurance Co., 502 East Three Notch Street, Andalusia, Ala. 

Guaranty Savings Life Insurance Co., Guaranty Savings Life Building, Mont- 
gomery, Ala. 

Jefferson Life & Casualty Co., Birmingham, Ala. 

Liberty National Life Insurance Co., Post Office Box 2612, Birmingham, Ala. 

Life Insur: ince Company of Alabama, Post Office Box 910, Gadsden, Ala. 

Mutual Savings Life Insurance Co., Decatur, Ala. 

National Security Insurance Co., Post Office Box 307, Elba, Ala. 

Physicians National Life Insurance Co., 1211 South 28th Street, Birmingham, 
Ala. 

Pioneer Life & Casualty Co., Inc., 750 Forest Avenue, Gadsden, Ala. 

Protective Life Insurance Co., Post Office Box 2571, Birmingham, Ala. 

Service Insurance Company of Alabama, 2008 Third Avenue South, Birmingham, 
Ala. 

Southern Life & Health Insurance Co., Post Office Box 671, Birmingham, Ala. 

Southern United Life Insurance Co., 116 Catoma Street, Montgomery, Ala. 

Standard Union Life Insurance Co., 3381 Atlanta Highway, Montgomery, Ala. 

United Security Life Insurance Co., United Security Building, Birmingham, Ala. 

United Service Insurance Co., Inc., Decatur, Ala. 

Vulcan Life & Accident Insurance Co., Birmingham, Ala. 


Mr. Henry. The Association of Alabama Life Insurance Com- 
panies believes that the life insurance industry of the Nation should 
bear its just share of the cost of government, and that the law under 
which the industry is taxed should not provide tax shelter for large 
mutual companies or unusual tax burden upon the young, small, legal 
reserve stock companies. 

We feel that the so-called total income approach to Federal income 
taxation will permit a mutual company to decide in advance if it 
wishes to pay income taxes. While under the same law, the stock life 
insurance company could be prevented from adding to its surplus at a 
satisfactory degree. 

The surplus is, in fact, an emergency reserve in support of policy 
and contingency reserves. If stock companies cannot add to surplus, 
they will soon deteriorate and disappear from the economic scene, 
and with them will disappear the source from which all mutual life 
organizations spring. 

The creation of new companies will be discouraged ; and the ultimate 
result could be fewer life insurance companies, on one hand, and still 
larger mutual insurance companies on the other, concentrated in a 
few Eastern States. 
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We favor the net investment income approach as the best theory 
advanced over the years. The excess earnings upon investments over 
the guaranteed interest assumed is the only real source of income of a 
life insurance company. This approach is embodied in the Mills Act, 

The Mills Act is a sound basis of taxation, and our association 
favors its retention. The Mills Act is equitable to all life companies 
and can produce the revenue required of the industry. The Mills Act 
can be revised as required by raising or lowering the formula. It 
can be revised, if need be, in time for the Government to collect its 
1958 taxes from the industry. 

My remarks are completely repetitious, but our association wants 
them on record, and they sent me here to Washington to put them 
on record. If my appearance makes no other contribution, let it be 
that our some 44 small legal reserve life insurance companies in Ala- 
bama, all of whom are stock companies, are very fearful of their future 
should this Congress enact legislation which would result in their 
eventual annihilation. 

The Association of Alabama Life Insurance Companies favors 
making the Mills Act a permanent revenue act. 

I thank you, sir. 

The CuHatrman. Mr. Henry, we appreciate, sir, your bringing to the 
committee the views of the Alabama life insurance companies. We 
thank you, sir, very much. 

Are there any questions? 

Thank you, sir. 

The Chair recognizes Mr. Ikard at this point. 

Mr. Ikarp. Mr. Chairman, I would like to take this opportunity to 
introduce to the committee the next three witnesses, if I may do it 
here all at one time. 

First is Mr. W. H. McLean of Fort Worth, an official of the Ameri- 
ean Standard Life Insurance Co., of Fort Worth, Tex., who, I believe, 
speaks for the Texas Legal Reserve Officials Association, which is 
composed of officials of the legal reserve life insurance companies 
maintaining their home offices in Texas. 

The next witness will be Mr. Carr P. Collins, who is one of our dis- 
tinguished Texans, from Dallas, and the chairman of the Fidelity 
Union Life Insurance Co. 

And the third witness is Mr. S. J. Hay of Dallas, who is also the 
chairman of the Great National Life Insurance Co. in Dallas. 

All three of these gentlemen are outstanding businessmen in our 
State and number among our most distinguished citizens. 

I commend all three of them and what they have to say, Mr. Chair- 
man, to the attention of the committee. 

The Cuarrman. The next witness is Mr. W. H. McLean. 

You are recognized, Mr. McLean. 


STATEMENT OF W. H. McLEAN, TEXAS LEGAL RESERVE OFFICIALS 
ASSOCIATION, AUSTIN, TEX. 


Mr. McLean. Mr. Chairman and members of the committee, my 
name is W. H. McLean. I am an official of the American Standard 
Life Insurance Co., of Fort Worth, Tex. However, today I appear 
as a member of the Texas Legal Reserve Officials Association to pre- 
sent its statement to you. 
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It is the blue booklet that I hope you have. 

That association consists of 82 legal reserve life insurance com- 
panies maintaining their home offices in the State of Texas, and the 
statement I present to you has been adopted by their board of direc- 
tors as its position on total income taxation and in behalf of the Mills- 
Curtis law. 


THE ILLOGICAL APPROACH TO LIFE COMPANY TAXATION 


The customary approach to taxation of income is to establish by 
law what is and what is not to be taxed and to vary the rate with the 
need for revenues. 

In the case of life companies, it would seem, the approach is to 
arbitrarily decide a sum of money that is to be exacted and then at- 
tempt to find a set of laws that will do the job. 

In the beginning the Treasury proposed a corporate basis. In 1921 
the Treasury urged abandonment of that basis. It didn’t produce 
the anticipated revenues. It did produce a great deal of misunder- 
standing, a large number of lawsuits. 

More recently, the Treasury reproposed a corporate tax basis, then 
added the suggestion that should it “reduce or eliminate tax,” Con- 
gress consider a formula basis. 

Life companies would welcome respite from this endless cycle in the 
form of permanent legislation. ‘To that goal this statement is directed. 


LIFE COMPANY EARNINGS NOT COMPARABLE TO OTHER ORGANIZATIONS 


Tax gatherers are lured by the large assets of life companies. Sel- 
dom is there evidence of an awareness that those assets are held for the 
benefit of individual policyholders and that earnings of life companies 
are nominal. 

This error in approach is pardonable since general corporations do 
earn substantial sums in relation to assets. For example, the largest 
automobile manufacturer earned $1,650 million in 1957 and possessed 
assets of $6,826 million. By comparison, the largest life insurance 
company had a net gain from operations of $126 million in 1956 and 
possessed assets of $14,785 million. 

The auto manufacturer, with less than half the assets, earned 13 
times as much as the life company. 


CORPORATE TAX BASIS WILL REDUCE TAX REVENUES 


I. Estimates of revenues to be expected from life insurance com- 
panies, if taxed under the corporate code, are in hoe based upon 
the current investment portfolio of life companies. To do so is to err, 
for wide changes occur in the types of security holdings of life insur- 
ance companies. 

Corporate bond holdings of all life companies have ranged from 
23 percent of assets to 41 percent of assets. Mortgage loan holdings 
have ranged from 15 percent of assets to 42 percent of assets. United 
States Government bond holdings have ranged from 2 percent of 
assets to 46 percent of assets. 

There being no particular tax advantage in tax exempt bonds and 
corporate stocks under the Mills law, current holdings of such in- 
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vestments are a negligible 3 percent and 4 percent. of assets, respec- 
tively. 

It is therefore evident that should the 85-percent exemption allowed 
on dividends of corporate stocks be made available to the life com- 
panies, not allowed under the Mills law, and should tax-exempt inter- 
est become important, ample leeway exists for the shifting of substan- 
tial funds from Government and corporate bonds and for mortgage 
loans to municipal bonds and corporate stocks sufficient in amount to 
severely reduce taxable income. 

II. Estimates of revenues under corporate taxes also anticipate a 
continuation of operating results at some level akin to past years. 

All companies, and more particularly the small company, could 
accelerate costs related to the acquistion of new business in numerous 
ways to reduce taxable income, 

It does not necessarily follow that, at same future date, taxable 
profits would be returned to the company as a result of the business 
so acquired. In the first place, future earnings will be modest by com- 
parison to past history, due to increased competition; the impact on 
earnings from recent State legislation increasing nonforfeiture bene- 
fits to policyholders; ever-increasing costs of overhead; and un- 
settled interest rates. Secondly, the collapsible corporation, a stranger 
in the life insurance field today, could capture anticipated profits at 
some future date at long-term capital-gain rates. 

III. The Treasury concedes that periods from 10 to 20 years should 
be allowed for loss carrybacks. We urge the view, supported by the 
history of young life insurance companies, that a similar period of 
loss carryovers should be allowed. 

In the year 1956 alone, those Texas life companies with operating 
losses experienced a combined operating loss of $9,525 million. That 
is not a result peculiar to the year 1956. For some companies, simi- 
lar operating results occurred in previous years and will occur in sub- 
sequent years. The total of such losses over a period of years, until 
those companies are upon a profitable basis, will run into a substantial 
total. 

Stockholders have voluntarily paid in equally substantial sums to 
surplus, offsetting such operating losses, in the belief that such addi- 
tional sums as were paid in would be recovered under present tax laws. 
They are certainly entitled to such consideration. 

Furthermore, new companies yet to be organized will require from 
10 to 15 years to turn the corner toward profits, further bolstering 
justification for long periods of loss carryovers. 

IV. Due to declining interest rates, many companies with policies 
outstanding providing for 3 or 314 percent interest may be properly 
justified in recalculating their policy reserves on a reduced interest 
rate. The increase in such reserves, needed to mature the contracts 
at the lower interest rates, are a proper charge against operating 
gain or earnings. Had the company originally issued such policies 
at lower interest rates, as its competitors may well have done, its 
earnings year by year would have been reduced by the higher reserve 
requirements. 

Thus, in the absence of a provision to allow reserve strengthening, 
a company with the higher rates initially would be at a disadvantage 
when compared to the company with lower interest rates initially. 
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Similarly, companies initially adopting a full preliminary-term basis, 
or other modification, would compare disadvantageously with those 
on a net level-reserve basis. 

V. It is a day-to-day experience with life companies to change 
directly to surplus, a procedure not included in operating gain or loss, 
certain items or investments which do not comply with State laws. 
Similarly, surplus is credited directly with recovery from such items, 
if and when recovery is made. 

Thus is created a situation whereby the Federal Government exacts 
a tax upon an operating gain which does not contain a charge to 
surplus made compulsory upon the company by State law. 

VI. As pointed out earlier, only 4 percent of life company assets 
are invested in stocks. Thus, the opportunity for capital gain is 
negligible. On the other hand, the opportunity for capital loss from 
dollar investments is most substantial and, decade in and decade out, 
capital losses will comfortably exceed capital gains. 

VII. The history of life company taxation in the years it was 
subject to a corporate-tax basis, 1909 to 1921, supports the foregoing. 
Reduced revenues occasioned abandonment of the general corporate- 
tax basis by Congress in the year 1921. 


CORPORATE-TAX BASIS FAVORS GIANTS OF BUSINESS 


I. Under the Mills law, life companies paid taxes totaling $261 
million in 1956. Of that amount, the 15 largest companies, asset 
basis, in the United States paid $194 million. Seven of those 15 com- 
panies would have paid less tax under the present corporate code than 
they did under the Mills law. 

A shift in investments not exceeding 20 percent of assets, from 
Government and corporate bonds and mortgages to municipal bonds 
and stocks, would reduce taxes of the 15 companies under the present 
corporate code to approximately $22 million. 

Such a shift in investments is not inconveniencing, as was pointed 
out under the previous chapter, similar shifts of 20 percent or more 
having occurred in the past. 

Of the 15 companies, the companies remaining with a tax bill would 
be the 3 stock companies, the 12 mutual companies escaping tax 
entirely. 

II. Medium-sized companies, not having the enormous assets to 
divert to other types of investments, would find it unwise or difficult 
to accomplish comparable results. Therefore, increases in revenues 
from a corporate-tax basis would come from such companies. 

III. The small or new company, being compelled by State laws and 
the dictates of prudence to maintain its investments in liquid and non- 
hazardous securities, would be denied the avenues of escape open to its 
larger competitors. 


CORPORATE-TAX BASIS FAVORS PARTICIPATING POLICIES 


I. It is imperative that life companies add to their surplus each year 
an amount dictated by the increase in policy reserves. This is made 
necessary (1) by fluctuations in the ia of assets; (2) by demands 
for cash-surrender values and policy loans at times when the values of 
securities are depressed below cost; (3) to provide a needed safety fac- 
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tor should plague, epidemic, or war cause excessive mortality ; and (4) 
by increases in State and municipal taxes and operating expenses due 
to the ever-improving standards of living and other contingencies un- 
foreseen over which the company has no control and which were not 
contemplated in the fixed premium rates. 

Because the amount of surplus must bear some constant ratio to the 
amount of policy reserves, an increase in surplus is required, regard- 
less of tax demands. 

Thus, the guaranteed premium rate companies issuing nonpartici- 
pating policies would be confronted with the necessity of increasing 
premiums in order to provide the necessary ratio of surplus to re- 
serves. This would place them in an unfavorable competitive position. 

II. In the alternative, they could turn to participating policies at 
rates equal to those of competitors, forecast future dividends as esti- 
mates, and be on equal footing with all such participating companies 
should the demands of the future, including increased Federal taxes, 
cause a reduction in the estimated dividends to policyholders. 

From the Government’s viewpoint, it is conceivable that the competi- 
tive advantage might favor mutual companies so strongly that many 
stock companies would find it necessary to mutualize. “Tf this devel- 
oped, the Government would have gained little, since all taxes would 
be paid on the mutual basis. 


CORPORATE-TAX BASIS UNSATISFACTORY 


I. The corporate basis, when related to life-insurance companies, 
adjusted upward here and downward there in the interest of equity, 
becomes a patchwork inviting evasion through unintended loopholes. 

II. It imposes upon life companies an undue burden of taxation, as 
they are also heavily taxed upon premiums by the States in which they 
operate, unlike banks and saving-and-loan association competitors, 
whose deposits are not taxed. 

III. Life company funds are fiduciary funds. Great care is required 
for their investment, not only because the company acts as a trustee 
but in anticipation that investments should mature in an orderly fash- 
ion over the decades ahead and, in the meantime, yield a return sufli- 
cient to pay the promised interest rate to policyholders. 

Under the Mills law, companies may make investments in the most 
desirable securities available without undue influence from tax con- 
siderations. Under a corporate approach, tax considerations would, of 
necessity, influence the selection of investments. Such influence will 
work to the disadvantage of the policyholders over the years, for those 
investments offering the greatest tax advantages offer less in the form 
of stability and liquidity. 

The national economy would feel the effect of a changing investment 
policy of this extent. ‘The shift from Federal bonds, corporate bonds, 
and mortgage loans would simultaneously reduce funds available and 
increase interest requirements for those particular securities. Already, 
as a mere hedge, some companies are known to have purchased munici- 
pal tax-exempt securities in anticipation of the possible adoption of 
a corporate-tax bill. 

IV. The clearest admission that the corporate total income approach 
is unworkable and unsatisfactory is contained within H. R. 13707, the 
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Mutual Life Insurance Company Tax Act of 1958, introduced August 
7, 1958, at the request of a few mutual life insurance companies. 

Those drafting this bill found it necessary to insert provisions limit- 
ing the extent of tax reductions which would result. 

‘In doing so, they turned to the Mills law to insure adequate revenues 
tothe Treasury. By this admission of the reasonableness and fairness 
of the Mills law, as between members of the industry and as between 
industry and Treasury, they are placed in the untenable position of 
repudiating a law embraced within their own bill. 


CYCLE COMPLETE WHEN TREASURY, AS IN 1921, SEEKS FORMULA BASIS 


If the corporate basis be adopted with the numerous meritorious 
adjustments recommended by the Treasury and by others and if the 
anticipated flight of investments from Government and corporate 
bonds and mortgage loans to tax-exempt bonds and corporate stocks 
occurs then, with future litigation yet to determine the proper taxable 
components of operating gain, it 1s inescapable that revenues to the 
Government will be reduced, perhaps severely. 

That development would see the cycle complete a few years hence 
when representatives of the Treasury return to the Congress and 
request adoption of a formula tax basis for life companies, as did rep- 
resentatives of the Treasury in 1921 following a similar result under 
the corporate-tax code. \ 

What Dr. Adams, tax adviser to the Treasury Departmént, said at 
that time is today still true: 


It is obviously sound that the only true basis of income of a life insurance 
company is its investment income. 


MILLS LAW-——A FAIR AND EQUITABLE BASIS 


The investment income theory, after its adoption in 1921, was revised 
five times. 

The 1942 statute was adopted as an emergency measure to increase 
Government revenues during World War II. To digress, it is inform- 
ative that the Mills law in 1956 produced almost 10 times that World 
War II emergency revenue. Be that as it may, the 1942 statute, in- 
fluenced by fluctuations in interest rates, produced inadequate revenues 
ultimately and was abandoned, would impose excessive taxes on life 
companies today; yet, as this is written, interest rates are unsettled 
renewing the possibility that it would again produce inadequate 
revenue. 

The 1950 statute, with minor differences, was the 1942 statute with 
an artificial floor under the tax rates imposed. It was even more 
unrealistic than the 1942 statute for it ignored the problem of the 
company earning less interest than required to maintain its policy 
contracts. 

Similarly, the 1921, 1932, and 1951 statutes were found to be un- 
desirable for one reason or another. 

The Mills law adopted in 1956 and applying to the tax years 1955 
to date was the first attempt to approach life insurance taxation upon 
a permanent basis and in the study preceding its adoption which 
lasted over a period of many months, the failures of the earlier statutes 
were carefully examined. 
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The Mills law was originally designed as permanent legislation but 
was not favored with Treasury approval and therefore passed as tem- 
porary legislation. 

At that time, the Treasury announced its intention to draft legisla- 
tion placing life insurance companies upon a corporate tax basis. No 
such legislation has as yet been reduced to written form. 

A Treasury plan has been suggested, not a bill reduced to writing, 
wth the corporate basis as its foundation, containing adjustments in- 
tended to see equiity done between the many varied company interests. 
But, the Treasury continues, a formula basis might be acceptable if 
the corporate approach is found to “reduce or eliminate tax.” 

The question of life insurance company taxation has been under al- 
most constant study since adoption of income-tax laws. Responsible 
life companies have cooperated wholeheartedly with the taxing au- 
thorities. Congress, time and again, has lent its committees and com- 
mittee staffs to the study of such legislation. In the last 3 years the 
Treasury itself, with every request it has made for assistance granted, 
has not been able to produce a tax bill. 

The Mills law contains within its structure the results of the most 
comprehensive studies ever made of life insurance company taxation. 
Though it be not perfect it is certainly basis for the most equitable, 
reasonable, and just tax revenues yet produced. 


LIFE COMPANIES—THE MOST HEAVILY TAXED THRIFT INSTITUTIONS 


I know you have heard a good deal about this, but there is one little 
angle I would like to point up. 

A comparison of Federal income taxes paid in the year 1956, between 
Texas incorporated life companies and savings and loan associations, 
reveals the following: With investment income as a basis of com- 
parison, life company taxes were 15 times greater than savings and 
loan associations ; with operating gain as the basis, life company taxes 
were 18 times greater. 

The total tax bill of life companies, not including property taxes, 
was approximately double the amount paid the Federal Government. 
The additional taxes were, in the main, upon deposits, premiums, and 
were assessed by State and municipal governments. 

Life companies are the only thrift institutions whose deposits are 
taxed. Deposit taxes are not assessed against savings and loan asso- 
ciations, banks, or other types of thrift institution. Thus, life com- 
panies bear a total tax burden out of all proportion to that borne by 
competing thrift institutions. 

Premium taxes are the outgrowth of modest sums needed to defray 
expenses of supervision. They have now become an important source 
of State revenues, far exceeding supervisory needs, and the rates of 
taxes have been steadily increased over the years as States grappled 
with mounting costs of government and restricted sources of revenues. 

Premium rates guaranteed to the policyholder in the policy prevent 
companies from passing on these taxes. I am speaking of the pre- 
mium taxes, now, sir. The taxes, therefore, are paid from surplus 
funds, whether earned or not, and are, in fact, taxes upon income. 

Federal taxation of life companies having originated later, defer- 
ence to State governments in a field preempted by the States would 
dictate tempering of taxes sought by the Federal Government. And 
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the amounts of taxes justfy such consideration since State and munic- 
ipal taxes approximate that paid to the Federal Government. 

We therefore urge early and sympathetic consideration of tax 
reductions. 

There is a little addenda that has been added. 

Because insurance companies collect large sums of policyholder 
dollars, there persists a popular misconception among Government 
revenue gatherers that this money belongs to the insurance companies 
and represents a vast untapped source of tax revenue. Actually, 
those policyholder dollars not only do not belong to the insurance 
company but must be put into investments for substantial earnings 
before they will even begin to meet the obligations the company has 
assumed. 

It is difficult to measure wealth of a life insurance company with- 
out trespassing on policyholder rights. From a corporate standpoint, 
young companies expect annual losses for 10 years. 

A TLROA study of 298 Texas life companies organized between 
1946 and 1956 shows combined assets of more than a quarter billion 
dollars as of the end of 1956. Net return on those assets in 1956 was 
only three-tenths of 1 percent. Return on capital and surplus was 
only eight-tenths of 1 percent. By industry standards and experi- 
ence, that record is surprisingly good, ered te many of the com- 
panies are only 4 or 5 years old. But it hardly points to a great tax 
revenue bonanza. 

That. concludes my statement, sir. 

The Cuarman. Are there any questions of Mr. McLean? 

Mr. McLean, we thank you, sir, for coming to the committee and 
giving us the benefit of your views. 

Mr. McLean. Thank you, sir. 

The CHatrMAn. Our next witness is Mr. Carr Collins. 

Mr. Collins, you have also been introduced to the committee by 


Mr. Ikard. 


STATEMENT OF CARR P. COLLINS, CHAIRMAN OF THE BOARD, 
FIDELITY UNION LIFE INSURANCE CO., DALLAS, TEX. 


Mr. Coturns. Mr. Chairman and gentlemen of the committee, may 
Istand and present my remarks? 

I have been amazed at the patience and consideration which you 
and the members of this committee have shown all the witnesses. 

I want to request that if I exceed the 20 minutes that have been 
allotted to me that you throw something at me or hold up your hand 
or something. 

First, I will say that I am Carr P. Collins, chairman of the board 
of Fidelity Union Life Insurance Co., of Dallas, Tex. 

I have been in the insurance business in Dallas, Tex., for 45 years. 
I have managed and organized practically every kind of insurance 
organization that is known toman. A Lloyds, a reciprocal, a mutual 
fire company, a mutual casualty company, a participating stock com- 
any, and now a life insurance company that operates along the usual 
ines of other companies. 

I, therefore, have had a broad experience and can understand the 
feeling of some of these men who have been in the mutual category 
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because, during the time that I was operating a mutual company, I, 
too, got obsessed with the idea that there was something about a 
mutual company that made it as sacred as a Hindu cow. It took me 
several years, after I got out of the business, to find out that the 
mutuals are not very much unlike the stock companies, in that they 
are both operated for profit and that the distinction that is oftentimes 
attempted in appearances before these committees is more theoretical 
than factual. 

We, in Texas, have had a rather significant experience in connection 
with our relationship to mutual companies, and here I want to stop 
to say that our attitude toward mutual companies is one of extreme 
friendliness. I know that there are men who represent these mutual 
companies, many of whom are my personal friends, that are men of 
the highest intelligence and dedication to this great business of life 
insurance. So any comment that I might make with reference to 
mutual insurance is not intended as a personal criticism of any of these 
fine men. But, in Texas, our life insurance business originated 
through an episode that occurred there in 1907. We were then what 
was regarded, at least by these insurance companies, as a poor and 
barren State. And the legislature conceived the idea that these in- 
surance premiums that were being sent up East, that a part of them 
should be retained and invested in Texas, and they passed what was 
known as the Robinson investment law which required that three- 
fourths of the reserves on all life insurance policies be invested in 
Texas securities, which requirement seemed to be a very reasonable re- 
quirement, but nevertheless, it was so objectionable to these large 
mutual life insurance companies that they got mad and turned their 
tail up over the dashboard and withdrew from the State. Therefore 
we were left more or less without any insurance companies, and there 
then came into being this new home life insurance industry. We did 
not have much money, so these several life insurance companies or- 
ganized with limited capital funds and they have through the years 
gradually grown and prospered and now are to the point where they 
ask no favors of C ongress and no special advantages over their com- 
petitors. All they want is an opportunity to continue to serve the 
public in competition fairly with these mutual competitors. 

Finally, these mutuals found that Texas was not quite as barren as 
it’ was when they first left, so one by one they have come back. The 
State always welcomed them back just as though they were the prodi- 
gal son returning home. The only requirement was that they made 
them pay all the premium taxes on all the business for all the years 
that they were out. 

The field was so green that notwithstanding the bitterness of the 
pill they all came back. The last one just came back a few months 
ago—the Northwestern Mutual of Milwaukee. 

We are glad to have them back. We, I and representatives of other 
stock life insurance companies, today would fight for any just cause 
that they might have in Texas. We will defend their rights in Texas 
without any equivocation. But we don’t want them now, under all 
of these circumstances, or even without those circumstances, to be 
able to go out with their great magnitude of volume and capital and 
destroy us. 
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, Now, I want to call your attention to one statement in the testimony 
& of Mr. Carrol Shanks, president of the Prudential Insurance Co., a 
6 great company. They were one of those that withdrew from Texas. 

6 Now, what is their situation today? They have so much business 
y that they cannot have only one home office building. They have de- 
1 centralized. They have a home office in Houston, one in Jacksonville, 
\ 


one in Chicago and at other places over the country. They have more 
business down there in Texas than all of the Texas companies put 
together. All we have is just the crumbs that fall from the table that 
P they do not want. 


on 


ne Now, in spite of that, this great giant represented by this wonderful 
al man, Mr. Carroll Shanks, in his testimony, asks this committee to pro- 
of tect his company and these other big mutual companies against the 
fe competition of these little stock companies. 

to This is exactly like the elephant asking the zoo keeper to protect 
- him against the mouse. 

ed Now, there are many things in this life insurance business, and in 
at much of the testimony concerning the business that has been pre- 
nd sented to this committee, in which there are areas of agreement. [| 
~ have been amazed to observe the knowledge that you men on this com- 
= mittee have of the problems that confront you and the industry, and 
— also the comments that you made with reference to your appreciation 
oe of what the industry is doing. 

in Mr. Curtis the other day remarked about our industry and its thou- 
r- sands of salesmen throughout the country trying to teach people to 
ge be thrifty, protect their family, and save for their old age so that they 
cir will not be a ward of charity or a recipient of public welfare. But, 
Dre of course, in the political world very little consideration is given to 
Cre those great points of service of that kind. And we realize that you are 
lid here in a political position, trying to do the best you can to serve us and 
or- your Government fairly. And yet you have to take into account the 
a practical equations that are involved in this whole question. 

ne 


y When we see billions of dollars of assets in the hands of these insur- 


me! ance companies, people too often fail to recognize that those assets are 
the merely the accumulation of funds that have been deposited by millions 
_ | of people. In many instances the deposits represent some individual’s 
1 as | life savings, and still the demagog can very easily come along and con- 
he | tend that there are not proper taxes being collected from these great 
di- | sources of power and wealth. Z 
ade And we lose sight also of the fact that even the Government is in 
"ats | competition with us. The $100 million or more in additional taxes 
ths that we are expected to pay will probably not be anything more than 


the oq the amount of subsidy that the Government will need to pay these 
e ig dividends that will be paid, as they are every year, on all of this 
veterans’ life insurance which is subsidized to the extent that the Gov- 


er » ei ° ies 
—_ ernment pays all of the administrative expenses of the Veterans’ Ad- 
all ministration. And also with respect to social security, which we all 
aXe ¥ ~ 


all favor, I would raise the question with this committee that while you 
; we have available the free service of all this multitude of actuaries, that 
it might be to your advantage to have those actuaries determine for 

you how many billions of additional money that you should now have 

| In reserve to pay the liabilities that have accrued under social secu- 
rity. When you have a system which at this early age is spending 


and 
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more for social-security benefits than the amount of its current income, 
it is suggestive. In fact, it is proof that you are short many billions 
of dollars that are going to be needed to pay these benefits. This con- 
tinuing and increasing deficit will have to be paid out of income from 
taxes in future years. 

Now we are to the proposition of what are we going to do on this 
income tax. The Mills law has already expired. 

The question before you is what is going to be the basis of the law 
that you are going to enact to replace the Mills law. One of two 
things must be done. You have either got to repeal the 1942 law 
entirely and write a new bill or you have to amend the 1942 law to 
correct certain abuses and make it to present-day condition or, finally, 
you can leave it as it is. 

Now, from my standpoint, I would say frankly that I would much 
prefer the 1942 law just exactly like it is, without one line being 
changed, rather than to have this law that is proposed by the Treasury 
or that is proposed by these 26 mutual life insurance companies, be- 
cause I tell you frankly that if you ever deviate one iota in the matter 
of basing your income tax on the net investment income of life insur- 
ance companies you will put out of business all of the stock companies 
in this country. And I do not have to ask you to take my word for 
that. 

I will present, with your permission, testimony that has been adduced 
here in this hear ing from the chief executive officers of many of these 
life insurance companies that confirms the very statement that I am 
making to you. 

For example, when determining the base for the tax, if the amount 
of dividends paid to the policy holder s, even though it is nothing more 
than a 50-50 deal such as proposed by the Treasury, then just as cer- 
tain as daylight follows dark you will give these ‘mutual companies 
an advantage » that will absolutely exterminate us. 

I want to. quote here from the testimony already given at this hear- 
ing by some of the leaders in the field of mutual life insurance and 
also from Mr. Claris Adams, of the American Life Convention; Mr. 
Millard Bartels, of the Travelers; Mr. Charles A. Taylor, of the Life 
Insurance Company of Virginia; and Mr. Richard Evans, of the 
Colonial Life Insurance Co. 

(The quotations are as follows :) 


Mr. DEANE C. Davis, PRESIDENT, NATIONAL Lire INSURANCE CO., MONTPELIER, VT. 


Applying a total income formula to stock companies likewise represents diffi- 
culties, even though the form of the corporate organization would lend itself 
more readily to the approach. For example, stock companies contend that they 
would be at a competitive disadvantage with mutuals, because mutual companies 
could reduce their taxable income under a total income plan by increasing 
dividends paid to policyholders. This argument has some plausibility. From 
a practical point of view, however, it should be pointed out that it can be and 
is greatly exaggerated and should be put in its proper perspective. Of course, 
under a total income tax formula there would be a tendency on the part of all 
companies, both stock and mutual, to modify their operations so as to reduce 
taxes wherever possible. 
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Mr. Carrot. M. SHANKS, PRESIDENT, PRUDENTIAL INSURANCE COMPANY OF 
AMERICA, NEWARK, N. J. 


Next, consider a difficulty of an entirely different sort. It can be summarized 
by saying that the use of a tax formula based on total income might provide an 
unfair advantage for the mutual company as compared to a stock company 
issuing only nonparticipating contracts. 

As has already been mentioned, the determination of a life insurance com- 
pany’s progress, whether a mutual or stock company, over such a short period 
as a year, depends upon the judgment of management to a greater extent than 
in other businesses. But in the case of a mutual company, management decision 
plays a greater part than it does in a stock company writing only nonpartici- 
pating contracts. This is obviously so because of the mutual company’s ability to 
control increases in surplus, subject to State regulation, through the manner 
in which it apportions dividends to its policyholders. This is something that 
the nonparticipating stock company cannot do, This is not to say that a mutual 
company would completely alter its practices of paying policy dividends merely 
to minimize its taxes. There are very practical -reasons why this would not be 
done, one of which is the supervision exercised over our business by the State 
insurance departments. But it is nevertheless true that, as compared to a non- 
participating stock life insurance company, a mutual life insurance company 
could enjoy some advantages under a total income type of tax. This is no 
small part of the problem. About two-thirds of all life insurance outstanding 
today is on the participating basis. 





Mr. CLARIS ADAMS, EXECUTIVE VICE PRESIDENT, AMERICAN Lire CONVENTION 


As a practical matter, due to the very nature of life insurance operations and 
because of the accounting methods imposed by State regulatory authorities, 
the total income method is incurably discriminatory between companies. Such 
discrimination may be reduced by devices which depart from the basic philosophy 
of this type of tax but cannot be eliminated because they are inherent. I shall 
discuss to what extent hodgepodging a plan, which purports to be based on the 
total income theory, but is gelded into something entirely different, would make 
it workable. 

Stock and mutual companies sell a similar product to the same public for an 
identical purpose. Since stock companies must sell their wares in one of the 
most fiercely competitive markets in America which is already dominated by 
their large mutual rivals, any significant differential in the tax burden would 
cripple the stock companies, particularly the smaller ones, and ultimately would 
drive them into mutualization or force them out of business. 

It is obvious that it is wholly impractical to levy a corporate income tax on 
mutual companies based purely on a profit and loss operation, so long as such 
companies have an unrestricted right to distribute their excess funds tax free 
in the form of policyholders’ dividends. Under such circumstances, it makes 
no difference what the inflow is into the barrel, the level of the wine in the 
cask will always be determined by the operation at the bunghole. Unless there 
are arbitrary, artificial, and extremely strict controls applied to dividend dis- 
tribution, the management of a mutual company will always be able to determine 
by executive decision, what the surplus of the company shall be, what annual 
increase there shall be therein and, therefore, what its taxable income will 
amount to. 

It is significant that as of December 31, 1957, without any Federal income tax 
impact on the bookkeeping of life insurance companies of either type, the stock 
companies in the American Life Convention carried capital and surplus, which 
in relation to their reserve liabilities, was almost twice that of the mutual 
companies belonging to our organization. Under a total income tax plan, large 
and strong mutual companies could safely reduce this margin of surplus by 
readjustment of reserves and an increase of the dividend fund which is tanta- 
mount to surplus. The stock companies could not. Therefore, each year for 
each type of company to preserve the margin of security which they now main- 
tain, there would be a great discrimination between stock and mutual operations 
taxwise not in any way related to the actual profit and loss results of the two 
types of companies, 

Big life insurance companies are big simply because they serve the modest 
saving needs of so Many small savers. I would, indeed, I have in the past and 
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will in the future, defend them against unjust demagogic attacks based on their 
size. I believe that they do not consciously wish to juggernaut their rivals out 
of the competitive field. However, I am firmly convinced that a total income 
approach either in whole or in part, will work to the undue advantage of com- 
panies of their particular type and will, in fact, discriminate against their 
competitors as some of their own spokesmen have so often and so freely admitted 
in the past. 

Since stock companies must sell their wares in fierce competition with the large 
mutuals which dominate the market, it is obvious that any serious differential 
in the tax laid upon the two types of companies would put the stock companies 
at an impossible disadvantage. 














Mr. Joun A. Lioyp, Presipent, THe Union Centrat Lire INsuRANCE Co, 
CINCINNATI, OHIO 






A study of the 1957 operations of 6 of the largest mutuals reveals that some 
of them had as much as 45 percent of their investment earnings free of taxes 
to distribute in dividends to policyholders. This is true because the present tax 
laws give favorable treatment to these big mutuals. In the same year there 
were also companies which had nothing from investment income to distribute 
to policyholders. This matter of the destructive power of competitive dividends 
is inherent to the total receipts system and if such a system is adopted there 
could be many, many good life insurance companies dividended out of business, 
And if there were no other reason for Congress to eschew total receipts than the 
dire possibilities of destructive competition in dividends, that, in my opinion, 
would be a controlling factor. 














Mr. MILLARD BARTELS, VICE PRESIDENT AND GENERAL COUNSEL, THE TRAVELERS 
INSURANCE Co., HARTFORD, CONN. 







I agree with the statement submitted by Claris Adams that a pure form of 
total income taxation of life insurance companies would be unworkable and 
would be seriously discriminatory in its impact on the business. 







Mr. CHARLES A. TAYLOR, PRESIDENT, LIFE INSURANCE COMPANY OF VIRGINIA, 
RICHMOND, VA. 










For that reason stock companies doing business on the guaranteed cost plan, 
consider it a life or death matter that the mutuals be not left free to under- 
price them through the use of tax-free dollars distributed as policy dividends, 
much of which must be the investment earnings on previously deposited policy- 
holders’ payments. 

Under the system of taxation that has prevailed in recent years where the 
tax base is a portion of net investment income, this competitive problem does 
not arise. If we must break away from that system, it is my first plea that no 
change be made which will result in a tax disadvantage for guaranteed cost life 
insurance. What companies of our sort believe more menacing than an increase 
in the tax is an inadvertently imposed disadvantage in competition through 
taxation which can lead to the abandonment of a thoroughly sound method of 
doing business for which there is a public demand. 

















Mr. RIcHARD B. EVANS, PRESIDENT, COLONIAL LIFE INSURANCE Co., 
EAsT ORANGE, N. J. 












Second, any tax formula which will permit mutual companies to deduct from 
their tax base, dividends paid to their policyholders, raises a great threat. It 
places in the hands of the management of mutual companies the determination 
of how much Federal tax they will pay. This could develop an entirely unten- 
able competitive position for the smaller stock companies especially. It would 
only take a few years, through willful action on the part of some mutual com- 
panies, to make it impossible for the smaller stock companies to maintain a 
competitive position and would, in short order, drive them out of business. 
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The stock life insurance companies have contributed to a very major degree 
competitively, in keeping down life insurance costs to the public. Many of the 
leaders amongst the mutual companies will testify to the need for the continued 
competition of the stock companies. Any action which would impair the ability 
of stock life companies to compete with mutual life companies is not in the 
public interest. 

Mr. Cotirns. Proceeding further, in the matter of the life insurance 
companies and what they contribute in the way of taxes. I sometimes 
think that we, in the life insurance business, do not have an adequate 
understanding of the political side of our business. I think that we 
are more or less in the position that I can best illustrate by telling a 
story of an incident down in east Texas—a part of the country where 
the woods are dense and the underbrush very thick. One of the 
natives there had an old mule in a pasture and the mule got lost. And 
he could not find the mule. Soon all the neighbors came in to try to 
help him find the mule. And they could not find the mule. So they 
were about to give up all hope of finding the mule when there was a 
halfwit in the community who suggested that he could find the mule. 
He went out and immediately found the mule to the astonishment of 
all of his friends and neighbors. So they asked the halfwit how it 

was he found the mule so quickly. He said, “Well, the reason is this: 
That I just thought if I was a mule where I would go. And I went 
down there and sure enough there he was.” 

Now, the same situation out to apply to us in the life insurance in- 
dustry. We ought to ask ourselves the question, “If I were a Congress- 
man, what would I do?” 

Now, I will tell you one thing that I have learned from this visit to 
Washington: This is the first time that I ever appeared before a 
Federal Government committee of any kind, and I told Frank Ikard 
today at lunch that I have seen enough of the things that you men 
have to contend with that there is not anybody that needs to worry 
about me ever being a candidate for Congress. 

I have no ambition to be a Congressman. But our attitude ought to 
be one of absolute frankness, in dealing with you on this tax situation. 

We have to recognize (and now I am not speaking for anybody but 
myself, and my company, and please do not hold any other company 
or any other organization responsible for anything that I say) that we 
have got to pay more taxes. 

I hope that you men have finally been convinced that this plea that 
these mutual companies makes is absolutely without merit insofar as 
their being entitled to any special treatment is concerned. 

Since Stalin’s purge, about 20 years ago, I have wondered how it was 
possible to get confessions out of all of the victims at the time of the 
trial. I have learned, since I came here and observed these witnesses, 
the process that they used in getting confessions out of those Stalin 
vicitims. They must have had a 1942 income-tax law over there 
staring them in the face, because the witnesses here, one by one, have 
paraded up here and have sat here at this confessional and have 
admitted to you one after another the error of their ways in heretofore 
having come to you and advocated a tax on a net-income basis. 

Now, why have they done this? They have done this only for one 
ren. In applying that 1942 tax law to their own situations they 

have found that it will greatly increase their tax. And I say frankly 
that in many cases it w ill too much increase their tax. If you do not 
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do anything with this 1942 law before the taxpaying date rolls around, 
I can pay the t tax; although it will be a much greater burden to me 
than for the giant mutual companies. But I can pay the tax. 

What is all this hullabaloo about? They go and pick out probably 
some 10 or 12 stock life insurance companies who have been in business 
for a long time and who have succeeded and prospered and who have 
built up their reserves and surplus in order to protect their policy- 
holders. And they say, “Look at all the money they made that they 
have not paid taxes on.’ 

I want to tell you that any life insurance company in this country 
today that has accumulated a large surplus has rendered a worthy 
public service. Let me tell you, also, that they are not getting any 
special consideration. The newspapers have found it is good pub- 
licity to tell all about this $100 million windfall that the life insur- 

ance companies got. But they do not comment at the same time 
and tell you that “under the present Internal Revenue Act that banks 
are permitted year after year to build up a contingency reserve in 
order to be able to pay unforeseen losses. And all that fund is accumu- 
lated on an absolute tax-free basis. I know whereof I speak because 
my bank, the one of which I am a director in Dallas, now has ac- 
cumulated over $6 million through that tax-saving device. I tell 
you furthermore, that all these sur plus funds and all these contingency 
funds and everything in a stock life insurance company is not any 
different from the surplus in the various mutual life insurance com- 
panies. As long as that surplus is there, it protects those policyholders 
and believe me, my friends, I think that this is a time, above all time, 
when we should move with great care and caution in doing anything 
that would have a tendency or that would give an incentive for life 
insurance companies to be operated any less conservativ ely than they 
have been heretofore; because, we are living in an atomic age, and 
even as strong as life insurance companies are and as much assets 
as they have, the fact remains that in this very hour if one of our 
great population centers should be struck with an atomic bomb or 
hydrogen bomb, the casualties would be so large that it would abso- 
lutely tax the maximum resources of the biggest life insurance com- 
panies in the country. 

Now, I am not saying that with any thought of throwing any 
scare into you or into any of my listeners, but I do say that instead 
of stock life insurance companies being criticized and being accused 
of being tax evaders or tax dodgers, that they are rendering their 
policyholders and the public a distinct service in building up these 
reserves. 

You cannot build large surplus funds in a life insurance company 
if you have to pay tax on what might appear to be underwriting 
profits—such profits, if any, can never be determined for any period 
less than many years. We are not getting any consideration that 
companies in other lines of business are not getting. We have in 
the income-tax laws very special consideration “for various types of 
corporations through all forms of depreciation, and even now there 
is accelerated depr eciation and all those things that Congress has 
from time to time given. Our great oil industry has a depletion 
allowance and it ought to be allow ed to keep it. 
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I want to say this, my friends, in concluding, that the problem 
before you is not one that can be scientifically solved. There is not 
any such thing as a scientific tax. It is purely a question of the 
practicality of the situation. How much money can you get out of 
a particular situation. 

Now, I think the life insurance companies should pay more total 
tax. Since all of us came here we have been jumping around un- 
organized and without any coordinated plan. Yes, we have been 
jumping around like a bunch of Mexican jumping beans, and I hope 
that we can get ourselves coordinated through a committee that can 
work with you in Congress in formulating a bill that will give the 
Government the revenue to which it is entitled and that will not be 
discriminatory nor destructive of the stock life insurance companies. 

I, as a youth, read a story of the French guillotine and 1 know 
with what horror I read that story. I can now think of the French 
guillotine as applied to my neck if you give the stock companies this 
total-income approach to the taxation of life insurance. 

Mr. Ikarp (presiding). Thank you very much, Mr. Collins. 

Any questions ? 

Mr. Mason. The eloquence has overpowered me. 

Mr. Couuins. Yes, sir. I am sorry Mr. Baker was not here. I 
wanted to answer a question he has been asking. 


Mr. Ixarp. Mr. Hay. 


STATEMENT OF S. J. HAY, CHAIRMAN OF THE BOARD, GREAT 
NATIONAL LIFE INSURANCE CO., DALLAS, TEX. 


Mr. Hay. Mr. Chairman and gentlemen of the committee, if any- 
body would like to have my spot following my eloquent friend from 
Dallas, you can come up now. 

Mr. Chairman and gentlemen of the committee, first I would like 
to thank the Congressman from the neighboring district for the very 
kind introduction. 

Thank you, Congressman Ikard. 

My name is 8S. J. Hay. My entire business experience has been in 
life insurance beginning as office boy for a life insurance company in 
1919. In 1928, I was one of the founders and organizers of Great 
National Life Insurance Company of Dallas, Tex., and was president 
of the company from the date of its organization until March 1958, 
at which time I was made chairman of the board, and my associate in 
the founding of the company was made president. Having served as 
chief executive officer of the company for 30 years, I think I know a 
little something of the trials and tribulations of building a life insur- 
ance company from “scratch.” 

I hope you will forgive me for making these personal references— 
my only reason for so doing is to try to show that though I am not a 
technical expert, I do feel that I am qualified to discuss some of the 
practical problems which confront a small life insurance company. 

Great National Life Insurance Co. on December 31, 1957, in round 
figures, had $177 million insurance in force, capital and surplus funds 
of $2,500,000, and total assets of $36 million. In Muleshoe, Tex., that 
sounds like a big company, but you gentlemen know that as life insur- 


| ance companies go, it 1s a very, very small company. 
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I might call your attention to the fact that each of the two largest 
companies increases its assets each day and about 1 hour of the next 
day as much as the assets of the Great National Life Insurance Co, 
increase in a year. 

It so happens that I am a member of the joint tax committee of our 
trade associations. The company for which I work is far and away 
the smallest company represented on that committee. The next small- 
est company is approximately three times the size of my company, 
and most of the companies represented on the committee are many, 
many times bigger than our little company. Since I am the officer 
of a small company and a member of the tax committee, officials of 
many of the small companies from one end of the country to the other 
call me from time to time long distance and address correspondence to 
me asking for information concerning the present status of the tax 
problem. 

On Wednesday, November 5, I called together officials of some 15 
or 20 stock companies located around over the State of Texas in order 
to get their thinking concerning the proposal made by the Treasury 
Department the latter part of October. Without exception, they 
expressed opposition to this proposal and urged that I fight for the 
principle of taxation on the net investment income. Therefore, though 
I am officially speaking only for my own company, I can assure you 
gentlemen that my views are shared by the vast majority of the small 
companies. 

Contrary to what some uninformed columnists and others seem to. 
think, the life insurance business is a highly competitive business, not 
only in the sale of new insurance, but also in the securing of mort- 
gages, bond issues, and the making of other investments, as well as the 
development and retention of competent personnel. 

I do not pose as a technical expert, but as a result of my 39 years of 
actual, practical operating experience in the life insurance business, I 
am convinced that the enactment of legislation taxing life insurance 
companies on any basis other than that of net investment income would 
result in the eventual elimination of all stock companies selling life 
insurance at guaranteed low cost. This would be a sad day not only 
for the life insurance business, but for the insurance buying public as 
well. 

Others who have appeared before your committee have pointed out 
to you that life insurance is already the most heavily taxed form of 
thrift. You are urged not to impose too heavy a burden on the policy 
owner who, after all, is the one who finally pays the tax. The people 
of the United States should be encouraged through their own indi- 
vidual savings and purchase of life insurance to make provision for the 
protection of their loved ones, and their own old age, rather than look- 
ing forward to dependence on an all-nowerful Central Government. 

It was my privilege to sit in the andience while hearings were held 
before a subcommittee of the Committee on Ways and Means of the 
2d ssesion of the 83d Congress on the subject of Federal Taxation of 
Life Insurance Companies. I could not help but be impressed just as 

my friend Mr. Collins has been impressed here. T could not heln but be 
impressed with the broad knowledge of the subject possessed by Con- 
gressman Mills, Curtis, and others of the committee. At that time 
a number of possible methods of taxation of life insurance companies 
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were explored, and after very complete and exhaustive hearings on 
the subject, the committee recommended that life insurance companies 
be taxed on net investment income and the Congress eventually passed 
an act based on this principle, which act became known as the Mills 
bill. It was contemplated that this would be the permanent method 
of taxation of life insurance companies, but as a result of objection 
by the Treasury, it was enacted as a stopgap measure. 

Now, regardless of what some people say, the life insurance business 
is different from any other business in the world, and we might as well 
face the fact that legislation dealing with the unusual nature of our 
business is needed in order to secure adequate taxes for the Federal 
Government on an equitable basis as between life insurance companies 
of various types. 

There have been no developments in the life insurance business 
which would require abandonment of the principles on which the 
Mills bill is based. However, the bill can and should be amended to 
catch a small number of companies which have been virtually escap- 
ing taxation and I want the committee to know that I support the sug- 
gestion presented by Mr. Adams on Monday afternoon, the substance 
of which is that in no year should the Federal tax paid by a stock life 
insurance company be less than the amount of dividends paid to 
stockholders. 

The arguments in favor of taxation of life insurance companies 
on the principle of net investment income and opposing other possible 
methods are as valid today as they were in 1954. The facts have not 
changed. The only thing that has changed is the attitude of some 
people who were at that time the most ardent advocates of principles 
incorporated in the Mills bill and who now seek a different method of 
taxation which would discriminate in favor of the large mutual com- 
panies and shift the burden of taxation to the smaller mutuals and the 
stock companies. As I have previously stated, such action would 
sound the death knell for the small companies, stock and mutual 
alike. 

It has been my good fortune to form very close friendships with a 
number of men who head some of the giant companies. Lately they 
frequently take me to task for my unalterable opposition to abandon- 
ment of the principle of taxing life insurance companies on net invest- 
ment income. They say I am pigheaded and that they cannot under- 
stand why I am so fearful of some other method of taxation. 

IT am reminded of the old colored fellow fishing on the banks of the 
Trinity River. He caught a small catfish and when he got it out on 
the bank he had some difficulty in getting the fish to stay still long 
enough to pick him up without getting finned. When he finally got 
his hand around the fish, he said: “Little fish, what’s we mattah wit’ 
yout How come you twists and squirms like you does? I ‘lows as 

ow all I’se gwine dois gut you.” 

Now my friends among the big companies are honorable men, and 
right there I would like to pause. A friend of mine saw that last 
night, and he said, “I don’t like that.” I said, “Why?” He said, 
“Well, in Julius Caesar, I don’t know whether it was Brutus or 
Cassius—it has been a long time since I was in school, gentlemen— 
used that word in praising Caesar while he was damning him.” And 
believe me, with rare exception the men who head these big mutual 
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companies are dedicated men, they are sincere men, they have got a 
job to do and they are doing it the best they know how. And I admire 
them greatly. 

In seeking to get lower taxes for their companies they are only 
doing their duty and if I were in their shoes I might be doing just 
what they are doing regardless of the difficulty of explaining such 
a complete about-face in such a short time as concerns the approach 
to this vexatious problem. In their defense I would call to your at- 
tention a statement from a decision handed down by one of our Fed- 
eral judges some years ago when he said, “Anyone may so arrange 
his affairs that his taxes sh«!] be as low as possible; he is not bound 
to choose that pattern which will best pay the Treasury; there is not 
even a patriotic duty to increase one’s taxes.” 

Gentlemen, when you try to tax the life insurance companies on 
any basis other than that on net investment income you do to all real 
stock life i insurance companies—I do not regard the so- called specialty 
companies and certain other types of companies as real life insurance 
companies—and to the small mutual companies exactly what my old 
colored friend did to the little catfish—you gut us. Oh, after it is 
done to us we will be able to move around for a while just as the 
nervous system of the fish enables it to jump, jerk, and twitch a while 
after it is cleaned. And if you adopt the 50-50 deal of the Treasury 
and just half gut us, the end result is just the same—the death struggle 
is merely prolonged. 

You ask why this is so. Well, representatives of the big mutual 
companies have already stated to you that they have greater latitude 
in the conduct of their companies than do the stock companies so far 
as determination of the amount of income tax paid under any principle 
other than that of net investment income is concerned. 

If House bill 13707 should be passed by the Congress or if a bill 
based on the suggestions of the Treasury Department were enacted, 
you can rest assured that the managements of the big mutual com- 
panies would, and according to the opinion expressed by the Federal 
Court above referred to they should, begin to so conduct the affairs 
of their companies as to pay a minimum of taxes. And gentlemen 
when they begin to—I won’t use the word “manipulate,” let us say 
when they begin to operate under that law, “you ain’t seen nothing 
yet.” You can put it down that in a remarkably short time they will 
be paying little or no tax, or if a minimum is written into the act, 
they will be paying tax on the minimum basis, and the Treasury will 
end up getting less money than they anticipate will be collected. Rep- 
resentatives of the big mutual companies frankly admit that is why 
they have been so careful to include a provision for a minimum tax. 

This will give them such a competitive advantage that the stock 
companies, yes, and the small mutual companies also, will no longer 
be able to compete and will, over a period of time, fade out. I dis- 
agree with Mr. Deane C. Davis when he says in the first paragraph 
on page 21 of his statement that “the use of 50 percent of underwriting 
gains rather than 100 percent, virtually eliminates any competitive 
advantage which might otherwise be present.” It eliminates only 
one-half the competitive advantage. 

And if that bill is adopted, the Treasury proposal, or 13707, this 
committee and the Congress will be loopholing for years to come, 
believe me. 
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I wish I could contribute something new which would be of value 
to you gentlemen in your deliberations, but after reviewing the tran- 
script of the hearings conducted December 13, 14, and 15, 1954, I find 
that I am unable to offer any additional testimony which would be 
helpful. I do urge that you gentlemen review the record of those 
hearings for they will be of assistance to you in writing a bill provid- 
ing for a permanent method of taxation. 

The small life companies do not ask for any tax advantage over 
the big companies—we can meet them on their own terms, if we are 
given an even break, tough as is the competition. But we do implore 
you not to liquidate’ us by enacting a tax bill which would be too bur- 
densome, or which would discriminate against the small company in 
favor of the big company. 

The manage ements of the vast majority of the small companies are 
convinced that the only way yet devised through which the Federal 
taxload can be fairly distributed among the companies is on the prin- 
ciple of net investment income. They urge the enactment of the Mills 
bill, with proper amendments, as the permanent method of taxation of 
life insurance companies. 

Gentlemen, that concludes my prepared statement. 

I would like to make just a few remarks and I will do it in less than 
4 minutes. 

In the first place, I do not want you to think that I am up here “poor- 
boying” it and putting on an act. I made that mistake in appearing 
many, many years ago in the early days of my little company when a 
man much older than I and the head of a much bigger company put me 
up before a committee of the Texas Legislature ‘and told me to tell 
them how poor we were. And we were poor. We were losing money 
every year and all that. But I made the mistake of exagger ‘ating ie. a 
am sincerely afraid of this thing. Iam scared todeath. I am telling 
you the truth now. I am not about to tr y to be clever with you gentle- 
men, because you are men of too great ability and intelligence, you 
would see through me in a minute. I am scared of the thing and I 
urge you not to ‘do anything precipitately. The Treasury has staff, 
you gentlemen have staff, and our associations have staff, and I would 
take the figures of any one of those staffs on what the Treasury pro- 
posal would do to the small companies or what the 13707 will do to 
them. 

I would like to make this further comment. I said that we can 
meet them in competition in the market place. In the last few years 
some of the companies, the big mutual companies, over a period of 

sars had built up tremendous surpluses and reserve funds on very 
high reserve bases. They are now putting on an advertising cam- 
paign, the like of which we have never seen in the life insurance busi- 
ness, in which they talk about nothing but low cost, net cost. And 
their agents no longer have to use their dream sheets to the extent they 
used to use them in me eting the guaranteed low-cost rates of the stock 
companies. 

We cannot afford a full-time qualified actuary. Our company has 
to employ a consulting actuary. I told him that I had to have some 
kind of a policy with which to meet the competition of these very, 
very low rate advertised special deals. I hope there is equity among 


policyholders of the mutual companies that are advertising these 
things. 
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But anyhow, he tells me that we are selling this contract at a loss, 
It is not reflected in our statement right today. But he tells me that 
the impact of it will increase over a period of years. He tells me that 
the only way in which we can justify the sale of this contract is to 
further reduce expenses. The only way we can further reduce ex- 
penses in any appreciable amount is to get bigger. 

If you pass a law that discriminates against us, our chances of get- 
ting bigger will be nil, and we will fade out of the picture just as I have 
said. I again urge that you wait until the Treasury can give you 
figures on just exactly what this thing will do, put it on the trestle- 
board, measure it before you take any step to act on their recom- 
mendation. 

Thank you very much, gentlemen. 

The CHarrman. Any questions? 

Mr. Mason ? 

Mr. Mason. I have no questions. I just want to make an obser- 
vation. I spoke in Dallas about a year ago to a national organiza- 
tion. While there, those giant Texans just took me in their arms, those 
big powerful arms, and welcomed me to such an extent that I still have 
a big warm spot in my little heart for those giants to take this runty 
fellow in as one of them. 

So you and your predecessor, Mr. Collins, have again demonstrated 
to me how powerful you Texans are, not only in size and physical 
power, but in the power of convincing arguments. 

I think you have done a good job. If I were Mr. Ikard—of course 
he is also a giant Texan—I would be so proud of you that I would 
want to take you into my arms, too. 

Mr. Hay. Thank you, Congressman Mason. Probably the reason 
those gentlemen, and I wish I could have been among them, took you 
into their arms is that though you are small in stature they recog- 
nize that your heart is big. 

Mr. Mason. Thank you, Mr. Hay. 

Mr. Hay. Thank you. 

The Cuarrman. Thank you, Mr. Hay, for cominig to the com- 
mittee and giving us the benefit of your views. 

Our next witness is Mr. T. C. McCullough. 

Mr. McCullough of the Union National Life Insurance Co., Baton 
Rouge, La. ? inte; 

Without objection, Mr. McCullough may, if he desires, submit his 
statement for the record since he is not here. 

Our next witness is Mr. Arthur J.Cade. Is Mr. Cade present? 

Mr. Cade, for the purpose of this record will you please identify 
yourself by giving us your name, your address, and the capacity in 
which you appear? 


STATEMENT OF ARTHUR J. CADE, EXECUTIVE VICE PRESIDENT, 
OLD REPUBLIC LIFE INSURANCE CO0., CHICAGO, ILL. 


Mr. Cape. I am Arthur J. Cade, executive vice president of the 
Old Republic Life Insurance Co., of Chicago, Il. 

Iam not an actuary noramIalawyer. Iam certainly not an expert 
on matters of taxation. I came to Washington early this week to 
listen, to learn, with no intention of testifying. However, the testi- 
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mony I have heard these past few days left me no alternative but to 
request an opportunity to be heard. I am particularly appreciative, 
therefore, Mr. Chairman, for this opportunity in view of the fact that 
Lhad not previously requested such permission. 

I will try to keep my remarks very brief because of your indulgence. 
I would first like to explain a little bit about my company. My com- 
pany was organized in 1931, but through its three predecessor com- 
panies, its history actually dates back to 1923. 

For the first 10 years of ‘operation the company engaged principally 
in the sale of ordinary life insurance. Frankly, we did not sell very 
much. <A decision was made in 1933 to concentrate on the development 
of a portfolio of credit life insurance. The early success of the com- 


-pany in this new field led to greater concentration in that area. We 


are proud of the fact that we are today one of the largest writers of 
this popular form of life insurance. 

I would like to add that at the time we first entered this field there 
were only three other companies actively engaged in the sale of credit 
life insurance. All three are still active; one of them is larger than 
we are, it isa mutualcompany. Less than § years ago there were only 
50 companies active in the field of credit life insurance. Today there 
are over 300 companies that are active in the field of credit life in- 
surance. Virtually without exception they are companies whose his- 
tories date back before the founding of our own company. They are 
not Johnny-come-latelies, that were recently organized. 

Old Re :public is a stock company and the stock is publicly owned. 
The company is not affiliated directly with any financial institution 
of any kind. 

The company has endeavored to develop a diversified portfolio of life 
insurance and to date at least we have been able to maintain our pro- 
duction objectives. 

In every sense of the word we have always and still do consider Old 
Republic to be a life insurance company. 

During the past few days of testimony much emphasis has been 
placed on the savings aspects of life insurance. But little has been 
said about the basic purpose of life insurance, which is protection 
against the hazard of death. Term life insurance accomplishes that 
basic purpose. There have been a lot of differences of opinion here 
in the last few days. But I think J would be safe in saying that there 
is no gentleman in this room who would disagree with my statement 
that term life insurance is life insurance. As a matter of fact, I 
think all of us recognize that the underlying component to any policy 
of life insurance is the term element. ‘There is an element of term life 
insurance in every life insurance policy. 

As I mentioned before, Old Republic does write a large volume of 
that form of term life insurance frequently referred to in this hearing 
as credit life insurance. 

One witness at the hearing has stated that the problem confronting 
all of us here stems in part from the fact that all life insurance com- 
panies are not alike. Some are mutuals, some are stock; they write 
(lifferent kinds of life insurance. A company may write group insur- 
ance, generally short term, or credit life insurance of shorter term 
still, they say. 

He further stated that much of such insurance is written in a semi- 
captive market in which normal sources of competition not only do not 
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have full play but actually may operate in reverse. I can say, gen- 
tlemen, in all sincerity that insofar as the Old Republic is concerned, 
we are in a highly competitive business. Among my competitors I 
can include the giant mutual, the giant stock company, the medium- 
sized mutual, the medium-sized stock company, the little mutual, and 
the little stock company. We welcome the competition. 

As evidence I hope that there is a competitive factor at play in this 
business, I would like to quote a few statistics. 

In the year 1948 my company had in force $223 million of life in- 
surance; by 1953 we had increased that to $1,175 million, and by 1957 
to $2,029 million worth of life insurance. An 800-percent increase in 

a period of 10 years, a record that I am quite proud of, as are all of our 
company officials. 

It is interesting to note what happened in the industry generally. 
In 1948 there was $1,729 million of credit life insurance in force. By 
1953 it had increased to $8,706 million, and by 1957 to $19,848 million. 

That was an increase of 1,150 percent. 

In 1948 the Old Republic, on the basis of the statistics I have quoted, 
had 15 percent of the market. As of 1957, we have 10 percent of the 
market. But we are very pleased to have that portion of this business. 

I think the figures do tend to reveal that there is competition for the 
business. 

Now, the same witness whom I have quoted also suggested that 
credit life insurance was a peculiar breed of cat by reason “of the fact 
that the investment feature, so he says, is practically nonexistent in 
this form of insurance. 

His company is the largest writer of credit life insurance in the 
United States. His annual statement contains an exhibit pertaining 
solely to credit life insurance which reveals the following facts which 
are true as of December 31, 1957. 

During the year 1957 his firm had total premium writings of $33,- 
624,000, total expenses of $29,126,000, a net underwriting gain before 
dividends to policyholders of $4,498,000. Dividends were paid to pol- 
icyholders in the amount of $5,043,000, resulting in a net underwriting 
loss after dividends to policyholders in the amount of $545,000. 

They go on to show that they had investment and miscellaneous in- 
come in the amount of $1,038,000. So that the vy ended up with a net 
gain from operations after dividends to policyholders in the amount 
of $493,000. 

It is evident, I believe, that a net operating loss would have resulted 
had it not been for the substantial amount of investment income earned. 
Similar experiences by this company are revealed in a perusal of their 
statements pert: aining to the years 1955 and 1956. 

I believe—as a matter of fact, I should say Iam convinced after being 
here this past week—that all of you gentlemen who are members of your 
committee, and I believe most of those present from industry who 
have attended these hearings are seeking a tax formula which will 
provide adequate revenue and at the same time provide tax equality 
and offer no competitive advantage to any company or any segment 
of the industry. 

Several people here, and understandably, have made forceful state- 
ments pointing out to you gentlemen what a catastrophic situation 

would result if you were to enact any legislation that would put 
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either the stock companies out of business or the mutuals out of busi- 
ness, but I think that it is equally important that no tax legislation be 

adapted that will put even one company out of business unless there is 
areasontodoso. I am afraid that I may be in the unique position that 
I have just described, and there may bea ‘few others like our company. 

Another witness yesterday stated that among the goals sought was 
a bill which will tax all companies alike and all upon their true income. 

A bill which will leave an equitable tax without penalizing any 
group of companies, the large or the small, the rich or the less favor- 
ably situated, and without favori ing any group or type of company. 
A bill which will allow every company to grow large and strong and 
which will protect the small and new companies as they develop. 

To that I subscribe most wholeheartedly. He went on to recom- 
mend that it should be a bill which will produce adequate taxes from 
those companies which, because of their specialty operations in term 
and group fields, are generating large profits not now reached by the 
Mills bill or the 1942 act. 

That latter recommendation disturbs me by reason of the next state- 
ment that he made shortly thereafter, wherein he suggested, and I 
quote: 

To get at the problem caused by the specialty companies which are not taxed 
adequately now add to the present definition of a life insurance company the 
further provision that if a company has a net gain from operations after divi- 
dends to policyholders in excess of 200 percent of its net investment income, it is 
not a life insurance company for income-tax purposes and is, therefore, taxable 
as any other non-life-insurance corporation. 

I would like to reiterate what I have said earlier, the Old Republic 
writes all forms of life insurance though our present writings are pre- 
dominantly on a term basis. I do not and never have considered the 
Old Republic a specialty company. But I do find that we fall within 
the scope of this particular definition. 

One other thing perplexes me and that is the fact that witness after 
witness has degr: aded, apparently, the idea of specialization. As I 
stated, I am not a technician, an actu: uy, nor a lawyer, but I do think 
I am a specialist in a sense I am a production speci: ilist that is what 
I am ps uid to do for my company, get business, but my company could 
not survive if we did not employ many specialists, actuaries, lawyers, 
underwriters, the whole concept of life insurance is based upon a 
fellow’s field of specialization. We are proud of our American 
agency system. With pride point to the fact that your insurance 
agent is a specialist. Yet even that specialist will occasionally find a 
case that is too complex for him to handle. He will call on the home 
office, group techniques, pension expert, or some other specialist to 
come out and help him. 

My company could not hope to compete for annuity business. It is 
a highly specialized type of operation. Some day I hope we can. But 
not until we get specialization into the picture. 

I am simply trying to point out, gentlemen, that company after 
company that you have listened to, if you go back to the histori fa 
record you w ill find that it started out in a particul: ar field, 
specialized in that field. It may have been industrial life i ibdpeatie 
it have have been any one of several forms of life insurance. Today 
we think we are excellent specialists in the field of credit life, but 
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there are many of my competitors here who are manned by staffs as 
competent as my own and who are just as good in that specialty field. 

Interestingly enough, in the limited time that I had to delve into 
this matter last night by telephone to Chicago, in searching the rec- 
ords and in measuring the impact of this particular recommendation 
or certain other recommendations that had been made, I find that most 
of my principal competitors who like our own company are members 
of the American Life Convention and other trade associations would 
in no way be affected if this recommendation were adopted. 

I am a lay person, and I realize that many of you gentlemen are 
perhaps not technicians, so for purposes of illustration, and I realize 
that I may expose myself to some criticism from people who know a 
little more about these things on the technical side, I would like to 
specifically cite the point I am driving at. On the basis of the pre- 
dictions that we have i1ade, it is our hope that in the year 1958, the 
Old Republic will develop approximately $50 million in direct writ- 
ings in the field of credit life insurance. We also anticipate and have 
indicated to our directors that we anticipate net earnings in the 
amount of approximately $1 million. In other words, it is my hope 
that out of each premium dollar 2 percent or 2 cents will be developed 
as an underwriting gain and profit. Again, in the limited time last 
night I endeavored to have a few people who were still in the office 
compile some statistical information over the period of the past 10 
years, when the competitive situation has been pretty tough in this 
business, the Old Republic has earned in the vicinity of a little less 
than 5 percent in relation to the direct premium writings we have 
developed. We find that most other companies, whether they are 
competing in this field or in other fields of insurance have developed 
a ratio in excess of that amount. I do not feel that our earnings are 
excessive. I cannot argue the point as to whether or not we should 
bear a greater tax or the particular formula that should be used. But 
I do know, gentlemen, that if one of my competitors who as one of 
the many lines he wrote specialized in the line of credit life insurance, 
and were fortunate to do as we hope to do and could produce a mil- 
lion dollars of underwriting gain, if in other areas of operation he 
would develop a million dollars of net investment income, he would 
be beyond the scope of this particular recommendation and there 
would be a great inequity taxwise. 

On this subject of competition I could make only one other observa- 
tion, again I must do it as a layman. Much of our competition is 
from the mutual companies. We never asked for any quarter, we 
never gave any quarter. My company has never appeared at any tax 
hearing and had no intention of appearing at this time. We have 
felt that whatever Congress did for the rest was very likely a fine 
enough standard for our organization. But at this point when it may 
spell the doom of the company we had to reverse our position. As I 
say, we compete with the mutual. I have tried to think the problem 
through. Any stockholders naturally expect dividends. Perhaps for 
purposes of illustration, and there will be many people who will tell 
me I am wrong, I am sure, though I do not know that I am wrong, I 
have tried to compare the two problems, the stock and the mutual, at 
least, in the field and level that I can understand, and it seems to me 
that in a stock company when the insurer pays his premium for in- 
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surance he is guaranteed protection. He pays no more, he pays no 
less. But there must be a margin of safety, the laws require it, so 
somebody has to invest risk capital. If the management does it 
wisely there will develop a profit and some earnings and the man who 
invested risk capital will be rewarded. 

So for purposes of illustration we will assume that I invest $5 as a 
stockholder. I have one policyholder who buys a policy for $25. We 
eventually develop total expenses of $24.50, there is a half dollar that 
goes back to that stockholder. He has $5.50 for his $5. In the case 
of the mutual company there has to be some risk capital. There has 
to be a margin of safety. So in reality what happens is simply this: 
If I choose to invest in the mutual and buy in a mutual I pay $30 for 
my life insurance. If the mutual management is as shrewd as the 
stock management they will oe end up with $24.50 of ex- 
penses. So as a mutual policyholder I get back $5.50. I become a 
participant in this enterprise. And I have been rewarded 
accordingly. 

To me it is about that simple. Therefore, I point out that if a 
dividend of the mutual company is allowed as a complete and total 
deduction as a stock operator I think we will be seriously handi- 
capped as would all other stock companies. 

The solution is beyond my power of reason. 

All we seek and all we hope for is the adoption of a formula that 
will provide tax equality. I am not prepared at the present time, 
perhaps with a great deal of study I could be at a future date, to 
suggest to you a proper formula. But I do know this, that of all the 
formulas that have come before this committee, each and every one 
will impose a tremendously greater tax burden on my company, and 
we did not in the past and have not intended to, duri ing this hearing, 
raise any objection to any of those formulas. But we do have now 
pending various proposals that are highly discriminatory, not as to 
the segment of the industry but as to a particular company or small 
group of companies, companies that are in the life insurance business, 
they are proud to be in the life insurance business, they are trying 
to expand in the life insurance business. They are unaffiliated with 
any financial institution. That is the category in which I fall. And 
I hope that proper solution will be found so that I can spend many 
more years in this fascinating business. 

By way of closing, I just want to point out that while we do a 
tremendous business th: at in terms of size we are not too big, our total 
assets represent approximately 20 one-hundredths of 1 percent of the 
total assets of the life insurance business. 

I thank you very much for this opportunity. 

The Cuatrman. Mr. Cade, I want to thank you, sir, for coming 
to the committee after hearing the testimony of other witnesses and 
actually without permitting yourself the opportunity of having as 
much time to prepare your notes and remarks and have copies of those 
remarks available for us. 

I am interested in your idea of what a satisfactory solution would 
be if these other solutions that have been suggested, including Mr. 
Lloyd’s solution, are not in your opinion satisfactory solutions for 
dealing with the so-called specialty companies,:and I say so-called 
because you do not like the term. 
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I think you must admit that the stopgap formula in the 1942 act, 
which, of course, is the law, unless it is amended or changed, does 
not deal with the specialty companies adequately from the point of 
view of the Government and they do not deal with the specialty 
companies in the extraction of revenues to the extent that they would 
deal with the ordinary type of a stock or mutual life insurance 
company. 

How could we get at this problem to more nearly equalize the 
situation without destroy ing? 

Mr. Cave. Mr. Chairman, until I arrived in Washington, I was not 
cognizant that either the joint tax committee or members of the staff 
of the convention to which we belong had given any serious thought 
to the problem nor had been asked to do so. I was appalled to dis- 
cover that they had been aware of this problem for some considerable 
period of time. They are certainly aware of the fact that we are a 
dominant factor in the field and have always stood ready to try and 
offer some assistance in the form of suggestions. So the slight dis- 
advantage that I had not had an opportunity to even look at the Treas- 
ury formula, which I think possibly prompted Mr. Lloyd to in turn 
make the suggestion he did, but I did just a few moments before I 
same back from lunch, receive from a friend of mine a copy of the 
Treasury formula here. I have read it once. On page 3 it says— 

A company with relatively small or negligible amounts of investment income, 
but substantial overall profits from underwriting activities, such as credit and 
group insurance is known in the industry as a specialty company, a considerable 
number of life insurance companies are in fact specialty companies. 

Now, I do not distinguish between a company like my own that may 
write $30 million of premiums of this particular type and another 
company writing $30 million of premiums of this particular type, but 
who also incident: ally writes a billion dollars of premiums of other 
types, we are both writing the same thing. Apparently because I don’t 
have the diversified portfolio Lamaspecialty company. At least that 
is the way I interpret it. But Il am wondering if some of the confu- 


sion that exists here is due to the fact that some of the people coping . 


with the problem do not fully understand what their problem is. 

In other words, at the outset I indicate I do not think I am a spe- 
cialty company. Maybe they are not talking about me. Yet the defi- 
nition seems to fit. It seems to me that an exploration, digging in more 
deeply to the real problem which confronts us is extremely “essential 
before you can consider any formula. 

The Cuarrman. Mr. Cade, this matter of the effect of the investment 
income theory on certain companies, regardless of what they are called, 
has been of concern for some time to some of us. Your company, I 
might say, is one of the companies that gives rise to some of the most 
concern on the part of some of us. I have no disposition to ever under 
any circumstances ask any question that would be embarrassing of any 
witness. But I have before me here a statement of your own company, 
the Old Republic Life Insurance Co., which I presume is accurate. 

Mr. Cape. Yes, sir. 

The CuarrMan. It appears on page 1179 of Best Life Insurance 
Reports for 1957 and purports to be a statment of your company assets 
and liabilities as of December 31, 1956. 
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And as I analyzed the situation to see whether or not net income 
approach is an applicable approach to the taxation of your type of 
company at any situation that it can be made as a basis of taxation 
because as I figure your situation, from your statement you show net 
investment income of $234,250, total premiums $21,970,100 and other 
items, $15,522 or a total of your income on the accrual basis of $22,- 
229,857. You show net gain from operations of $1,280,236. You show 
dividends to stockholders of $317 493. And you show your net capi- 
tal losses, your increased surplus and so on. But as I apply the 
formula that we have in the stopgap legislation, or if I should apply 
the formula that Governor Arnall suggested and that was the only 
way we approached your company, personally if I applied the formula 
of stopgap, 87 percent of that $254,000 is decided by law to be necessary 
for you to retain. ‘Then you have only about $32,000 free net income 
from investment. If I apply the tax rate, it comes out to the amount 
of about $9,000. So I think all of us must admit, including you, that 
we cannot find a solution to the problem of taxing these operations, 
regardless of what we call them, by merely applying the standard net 
investment income theory that is desired by these other companies to 
your operation. Certainly there can be no justification from a public 
point of view for us to not look with some degree of concern upon this 
size of distribution of dividends. 

I am not minimizing the fact that you pay taxes because you show in 
your statement that you pay taxes of better than a million dollars to 
some source but not to the Federal Government, presumably, but 
mé ew this $9,000 is included within that amount. 

I don’t care to have you go into any explanation of how that is de- 
veloped unless you want to. 

Mr. Cape. I would just like to make one last observation, Mr. Mills, 
because I would be most disappointed to leave the wrong impression 
with you. I have not, and would not, presume to suggest that our 
taxes should be determined on the basis of any net-income formula. 

The Cuairman. No; I did not get such an impression, but I am 
desirous of having an expression from you, and this is what I am 
coming to, because I think you are entitled to make a suggestion to this 
committee, and the suggestions have heretofore been made for the 
taxation of your company and, certainly, I want you to make a sug- 
gestion to us of how we can get a fair and equitable amount from your 
company. 

Mr. Capp. Are you asking me to do it now, or asking me to submit 
something ¢ 

The CHamman. No. 

Mr. Caper. I would like a little assistance, and I think I can leave 
this thought; that what I am, in essence, saying is that any company 
that writes this particular type of insurance will develop the same 
ultimate results that we have, and the problem is to get to every one, 
and every one alike. 

The CHarrMAN. I agree. 

Mr. Cape. I think it can be done. I did not realize that it had not 
been thought through by the many people who have worked on it, and 
I can assure you ngs we will dedicate much time and effort to see if 
we, in our little way, can come up with some practical answers. 

The Cuamman. I agree with your thought completely that we do 
not want to put you in the position of being the only one to which 
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any special rule applies, because that would be discrimination against 
you, and that is your purpose in being here today, to suggest that we 
not adopt any such rule that would apply only to you. 

Mr. Capp. That is right. 

The Cuamman. However, what you would have us do would be to 
apply such rule as you develop to cover your type of operations and 
such operations as are engaged in, to the same extent and in like man- 
ner, by other companies. 

Mr. Cape. That is all we seek; yes, sir. 

The Cuarrman. That is what you are asking. 

Mr. Cape. And I am sure the Government will derive much 
greater revenues if we can achieve that goal. 

The Cuatrman. I want to be clear on that. 

Mr. Ixarp. Did I understand, Mr. Cade, that you will have some- 
thing that you will submit to the committee ? 

Mr. Cape. I will certainly do my best to come up with something. 

The Cyaan. I am not going to ask you to get it to us by the 
date that we have fixed for the closing of receipt of material for this 
hearing, which will be November 26, incidentally. I know you can- 
not do it by that time. 

Mr. Cape. That is correct, sir. 

The CuarrMan. However, I want you to feel free, as I suggested 
earlier this morning to Mr. Evans, and I want you to know that, if 
you can get information to the committee by sending it to me or to 
the clerk of the committee by around the middle of January, that in- 
formation could still be, in all probability, considered by the full 
committee before any definite conclusions are reached by it. 

Mr. Cape. I think that is a very fair arrangement. 

The Carman. Thank you. 

Mr. Baxer. What is the average term of credit insurance? 

Mr. Cape. Mr. Baker, I did not want to get into it too much be- 
cause you gentlemen have been here so long. It varies a great deal. 
My company writes insurance on both short-term credit obligations 
and longer term, including morigage obligations. For example, we 
serve two agencies of the Federal Government; the Federal land banks 
and Federal intermediate credit banks. In one case, the average debt 
runs 12 months and the other 25 years. That is a factor that, again, 
I need to consider; as to what is the impact on the long-term reducing- 
type term policy that we issue in connection with a long-term credit 
transaction. It will vary a great deal from company to company, 
because every type of credit today is a potential source of business 
for the companies writing this line of coverage. 

Mr. Baxrr. Every life insurance company writes straight term 
insurance ? 

Mr. Caper. I certainly think they do. 

Mr. Baxer. Most of that is 5 years? The usual policy is 5 years? 

Mr. Cape. Well, there is virtually every conceivable type. I would 
say 5, 10, 15, 20. 

Mr. Baxer. On that portion of income represented by the receipt 
of premiums on straight term insurance under the Mills law, would 
any company, big or little, pay any Federal income tax on that por- 
tion of its income? 
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Mr. Cape. Well, I do not want to beg the question, but I do want 
to again emphasize that I had not studied the tax impact in the least 
bit before I came here. 

My impression would be based solely on the testimony I have heard, 
and I could say something extremely damaging to the companies 
who know better and who have so much more at stake, and I would pre- 
fer not to answer because I am not really qualified. 

Mr. Baxer. I realize what is more favorable to you, and I am 
seeing your side of it. 

Mr. Cape. I realize that. 

Mr. Baxer. Is there any difference between the term insurance 
made by any other company and your credit insurance? If so, what 
is the difference ? 

Mr. Cape. I do not know of any difference. 

Mr. Baxer. There is not any difference? As far as we see it, it is all 
term insurance ? 

Mr. Cape. That is correct, sir. 

Mr. Baxer. Of course, now, when you write off home mortgages in 
20 or 25 years, the excess or gain you have would go in investment 
income ? 

Mr. Cape. Yes. 

Mr. Baxer. Of course, there would be that difference between what 
is or is not so big, like there is, for instance, in automobile insurance, 
and I guess that is 12 to 18 months. 

Mr. Caper. That is correct. 

Mr. Baker. Between your business and the term-insurance business 
of any other company, I cannot see any difference. 

Mr. Cape. At the moment, I do not, either, and that is why I am a 
little perplexed as how we became so neatly isolated, but, in fairness to 
all parties, I want to study it. 

Mr. Baker. That portion of anybody else’s insurance business could 
just as well be called specialty as you are a specialty company, that 
they are a specialty company insofar as, let us say, short-term insur- 
ance is concerned ? 

Mr. Cape. I think that is a very accurate statement. 

The CHarMan. Just one further question, Mr. Baker, if I may. 

I want to be clear in my own mind. Is this income that you have, 
other than from investment, one type of so-called underwriting in- 
come that we have heard about in the course of the hearings? 

Mr. Cape. Yes; it is definitely underwriting income. It is essen- 
tially a savings and mortality. 

The CHarrman. That is what the industry would refer to as one 
type 2 

Mr. Cape. Yes; that is correct. 

The Cuamman. So that those companies that engage in this busi- 
ness would also have this type of net income 

Mr. Cape. Unquestionably. 

The Cuarrman. That would not be subject to tax under the net 
investment income theory ? 

Mr. Cape. Absolutely ; yes, sir. 

The Cuarmman. Do mutuals engage in this type of operation ? 

Mr. Cape. The only company doing better than we are is a mutual 
and they are our toughest competition. 
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The Cuarrman. Is it possible to segregate it in a mutual company ? 
Is it possible to segregate it in a stock company 4 

Mr. Caper. I think anything can be done if you make up your mind 
to do it. 

The Cuarrman. Is it a fact that the present method of getting at 
the taxation of life insurance companies, namely, the net investment in- 
come theory, serves to segregate it, or not ? 

Mr. Capr. You mean leave it untaxed ¢ 

The CHamman,. That is right, or at least not apply as much tax 
against the earnings from that operation as from what we call the 
ordinary nonparticipating life insurance. 

Mr. Cave. That would be correct. 

The Cuamman. I am sorry I interrupted. 

Mr. Baxer. I glad you did, because you developed my same thought, 
but I have another thought When these hearings started and they 
referred to the so-called specialty companies in credit insurance, I was 
thinking more of the captive concerns organized by other corporations, 
probably with a separate corporate indentity. They simply organized 
for that purpose alone to insure their own mortgages in the case of 
lending institutions, or insure the lives of the employees or automobiles 
on time or term credit. 

I know of one in particular that does not do a thing in the world 
but that. Certainly that is a specialty company. There would be no 
doubt about that. However, I think it is unjustified to put you in that 
classification. 

Mr. Cape. Regrettably there are those who realized we were being 
put in this position. 

The CHarrman. It is that point, Mr. Baker, that prompted Mr. 
Cade the other day to ask me if he could appear, because the impres- 
sion he thought had been created in the minds of this subcommittee that 
these specialty companies were the only ones, or so-called specialty 
companies, that might have these kinds of net gains that he has. 

His point is this: that he does not want us to adopt some special 
formula to go after his net gain without that formula applying to such 
net gain from the same type of operation that may be experienced by 
any other company. 

Mr. Cape. Correct, sir. 

The Cuarrman. That is your point? 

Mr. Caprg. That is very neatly put. 

Mr. Baxer. The formula suggested by Mr. Lloyd would apply to 
his type of company. 

The Carman. It would apply to him, but it would not apply to 
these other companies. 

Mr. Cape. Give me 5 or 10 years and I hope we will have enough 
ordinary with enough investment income that I could not care, but it 
will take that long at least. 

The Cuatrman. Your objection to Mr. Lloyd’s approach is that it 
does apply to you, but that it does not serve to get at the same type 
of income in the hands of other companies that enjoy this same net 
return ? 

Mr. Caper. That is correct. 

The Cuarrman. Mr. Curtis. 
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Mr. Curtis. This should clarify to some degree the point I was try- 
ing to make earlier in the hearings as to the possibility of segregating 
the type of business that you put on a company’s books where an actual 

rofit and loss can be determined. The problem we face in trying to 
figure out a Federal tax formula has been the ordinary life where the 
stock business on the books running at a profit or loss will not be de- 
termined in some instances for a hundred years. 

However, it does seem to me that the 1955 law is still adequate as 
far as that very difficult problem is concerned, but that it obviously 
is not reaching this kind of business, and yet, it seems to me, these 
relatively short-term types can, without too much difficulty, be re- 
solved almost on an actual basis, or can be segregated. 

If we did segregate it, that would mean segregating as far as 
mutuals and whatever business they were doing. That would create 
equity as far as your company is concerned, would it not? It would 
—— be taxing term insurance on the same basis, whether it was 
done by your company alone or whether it was done by a company 
that did 10 times the amount of business in another area. 

Mr. Cape. I am very cognizant of your thinking in that regard, 
and I would want to think of it from the standpoint of the practical 
difficulties that might be encountered in a true allocation of costs to 
the respective lines of business. 

I certainly believe that the Mills-Curtis formula has proven highly 
successful. I hesitated to appear for fear that anything I might 
say with respect to my own problem would jeopardize a far bigger 
problem to the detriment of those present, but it is one possibility and 
there may be others. 

The problem is a little too complex for me to comment on at the 
moment, but I think that is certainly a possibility, to leave the original 
intent. 

Mr. Curtis. At least, as far as the equity that you are mainly con- 
cerned about, it would not do injustice to that, would it? 

Mr. Cape. No, sir. 

Mr. Curtis. I might again reiterate that I requested back in 1954 
that the insurance companies at that time determine whether or not 
they could not segregate this kind of insurance and tax it on a realistic 
basis, and I regretted at the time that I got very little cooperation. 

The Cuarrman. I would make this suggestion to you, Mr. Cade: 
that you analyze the Treasury suggestion for combination, because 
even under it I doubt that you will be treated with respect to this 
income as another company might be treated with respect to the same 
type of income. 

Mr. Caper. As near as my associate and I, who are not very tech- 
nically well qualified, can figure out, we would get hurt there, too, 
unless something is figured out. 

The Cuatrman. As I analyze the Treasury combination suggestion, 
your company, for example, would be treated on the basis of the cor- 
porate rate applicable to your entire, or, at least, practically all of 
your net gain. 

Mr. Cape. Virtually all of it; yes, sir. 

The Cuarrman. Whereas that portion of the earnings of another 
company which come from the same source as yours might well be 
taxed on the basis of only 50 percent of the net gain from that source. 
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You have studied it to that extent. I think that is right. 

Mr. Caper. Yes, sir. I was up until 6 a. m. trying to read a lot of 
material. 

The Cuarrman. Are there any further questions? 

Mr. Cade, we thank you, sir, for coming to the committee. 

Mr. Cape. Thank you very much, gentlemen. 

The Cratrman. Our next and last witness on the calendar is Mr. 
Francis V. Keesling. 

Mr. Keesling, will you please identify yourself for this record by 
giving us your name, address, and capacity in which you appear? 


STATEMENT OF FRANCIS V. KEESLING, JR., FIRST VICE PRESIDENT 
AND GENERAL COUNSEL, WEST COAST LIFE INSURANCE CO., 
SAN FRANCISCO, CALIF. 


Mr. Keestrnc. Mr. Chairman and members of the committee, my 
name is Francis V. Keesling, Jr., first vice president and general coun- 
sel of West Coast Life Insurance Co. 

First of all, Mr. Chairman, I wish to say that you and your col- 
leagues have certainly been most patient, most understanding, and 
most tolerant of us who have been here. We appreciate it and I am 
sure I express the views of all those who have testified before me. 

I am appearing here on behalf of my company and appreciate this 
opportunity to come before you to present the facts as I see them and 
also what I believe to be the proper solution. 

At this point I believe it is important to have the record show, for 
the benefit of your colleagues who are not able to be present at these 
hearings and also for the benefit of the public, that the number of wit- 
nesses who testified in opposition to the so-called total income pro- 
posals in relation to the number of witnesses who testified in favor 
of such proposals is not an accurate indication of the overwhelming 
number of the company members of the American Life Convention, 
the Life Insurance Association of America, the Life Insurance Con- 
ference and the National Association of Life Companies who are in 
favor of a net investment income approach and are opposed to the 
so-called total income approach. 

In this connection, it should be stressed in the record, as Mr. Adams 
expressed it before, that at a special meeting of the member com- 
panies of the American Life Convention last month, the overwhelm- 
ing majority of the membership took such a position, and it, therefore, 
can be assumed that the vast majority of those 275 members, except 
for those small numbers who are submitting contrary testimony at 
these hearings on their own behalf or on the behalf of others, are in 
favor of a net investment income approach and are opposed to a total 
income approach. 

I agree with the statements presented by Mr. Claris Adams and 
Henry Beers earlier this week. My company is for some form of net 
investment income approach, and it is opposed to the so-called total 
income approach including the 100 percent one suggested by the 
Treasury, the 50 percent compromise proposal and H, R. 13707. 
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Very frankly, Mr. Chairman, we have not had too much of an 
opportunity to consider the compromise 50-50 proposal, as a result of 
going over some of the charts I have here and other information. 
Trying to be as objective as possible about it, I have not yet been 
able to see the logic of the situation. If I honestly believe that the 
total income approach, the 100 percent one, is discriminatory as among 
companies taxwise, why is not the 50 percent one also discriminatory. 

We have open minds but thus far, even though I have kept it as 
open as maealthet I have not been able to reconcile the difference. 

I hope in the next few moments to be able to demonstrate a little 
bit differently some of the points which were made with respect to 
variations in reserves and in surplus by reason of use of different 
reserve valuation interest rates. 

As a result of thorough consideration of this subject both prior to 
these hearings and during the course of the many presentations made 
by the various witnesses this week and the discussions which the com- 
mittee’s very pertinent questions brought forth, I am now of the opin- 
ion that the surplus interest approach is the best solution—by that 
I mean not 50 percent, but all the way across the board—with appro- 
priate provisions respecting stock companies as mentioned by Claris 
Adams and Henry Beers. That is a summary of our position. Now 
for the facts and the reasons for that position. 

One important thing that I learned when I served as legislative 
and liaison officer for General Hershey up here on the Hill from 1940 
until 1945, was that in order to be most helpful to the Members of 
Congress, I had to get at the facts of a particular situation and then 
present those facts in the simplest possible form. This I shall try 
to do now, primarily by way of two charts which my company’s 
actuary, Dr. A. C. Olshen, prepared to try to educate me in this 
matter. I confess I found this subject, and still do, exceedingly com- 
plicated but these charts have been very helpful to me, and I am 
submitting them today in the hope that they may possibly be helpful 
to you. 

I respectfully request that these charts be inserted in the record at 
this point. The charts illustrate some of the points already made by 
other witnesses, but I think they do so in a somewhat different manner. 

The CuHarrmMan. Without objection they will be made a part of 
the record. 

(The charts referred to follow :) 
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Mr. Keerstine. I apologize they are not a little bit larger so every- 
body can see. 

This is the first of the two charts and at this time I call attention 
to the tax items of the smaller columns which appear small, but: when 
you compare the difference in percentages they loom quite large as 
shown by the second chart. 

This will point out, as I have said in my statement, the variation 
that occurs between the size of reserves, in contrast with surplus, 
when you vary the reserve valuation interest rates. 

The point already made by witnesses of the 10-to-1 ratio is shown 
here. For example, between the 314-percent interest rate and the 214 
percent, where you increase the 314-percent reserves by 10 percent 
it will equal the 214-percent reserves, each 1 percent difference in 
interest makes approximately 10 percent difference in reserves. 

Laying on this other chart, which is the second of the two charts 
that are in the statement, it points up what cannot very well be seen 
on the first chart itself. 

These two charts show the different amounts of surplus, policy re- 
serves, and statement “net gain from operations,” I should have said 
“solvency statement net gain from operations,” of five life insurance 
companies which are identical in all respects except for the rate of 
interest used in reserve valuation. In the absence of any adjustment, 
the company using the lowest interest rate has larger reserves, and 
smaller surplus and smaller statement “net gains from operations” 
than the companies using higher assumed interest rates. 

The charts show what other witnesses have already stated, namely, 
that each 1 percent decrease in assumed interest rate results in approx- 
imately a 10-percent increase in reserves, and I believe the charts 
speak for themselves in that regard. 

This clearly demonstrates the need for some adequate normalizing 
adjustment, so that identical companies, except as to a management 
decision as to the reserve valuation interest rate, won’t be unjustly 
discriminated against with respect to Federal income taxes. The 
Mills-Curtis 1955 bill and the surplus interest (adjusted reserves) 
proposal make such adequate adjustments but H. R. 13707 and other 
total income approaches totally ignore this differential. They don’t 
deal with it. They don’t face up to it. That’s why we are for the 
surplus interest proposal or some other net investment income ap- 
proach which solves this problem. 

So much for the charts. 

In addition to the reasons I have thus far given showing why the 
total income approach won’t work, and is discriminatory, I have some 
other comments for your consideratjon. 

One point I would like to stress is the fact that the surplus of stock 
life insurance companies is available for protection of policyholders. 

Again I may point out at this time that, as Mr. Beers said so well 
the other day, if you take this surplus interest proposal across the 
board you get away from this problem that I have trouble with, and 
I know the committee has been having trouble with, this 85 percent, 
or 70 percent, because you are in an entirely different setup. You 
are normalizing it on a company-by-company basis as to interest 
earned, and then you are putting in a tax, a proper tax, I believe, on 
what is made available to stockholders when it finally becomes avail- 
able to them as an actuality. 
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Again I say one point I would like to stress is the fact that the 
surplus of stock life insurance companies is available for protection 
of policyholders. That certainly meant that it was available for the 
policyholders so long as it stayed there and until and unless it was 
taken out by way of cash dividend, not stock dividend—I think Mr. 
Adams has cleared that up very well in his statement—cash dividend 
or in some other manner. 

My company ran into this unfortunate situation. Once was the 
result of the 1918 epidemic. Once was the result of the depression. 

At this point I want to very definitely stress this one paragraph in 
my statement, because I was there the second time it happened and I 
remember all too well what the situation was. 

Salaries were cut in half and we were in a very bad situation. 

Obviously, if under a total income tax approach a life insurance 
company can decrease or completely obliterate its Federal income tax 
by changing its investments or in some other manner, it will certainly 
do so. 

As far as my company is concerned by reason of the problems we 
had back there in the depression, we have adopted a very conservative 
investment policy. We have no common stocks. We do not even 
have preferred stock. When we buy mortgage loans we buy seasoned 
rece loans. We want to stay in that position. We do not want 

» have any type of bill coming in here, unnecessarily so, which 
setier be an incentive for my company and other companies to go 
out and start competing for stocks and other equity investments 
which—and the Treasury certainly ought to be interested in this and 
I know that you gentleman are—certainly has a trend toward infla- 
tion, if anything does. 

The result could be unfortunate on two counts: F irst, the Federal 
Government would get much less tax income, and second, the increased 
demand and competition on the part of the life insurance industry 
for stocks and equity investments would have a major impact—I 
have already covered this point—toward increased inflation, with 
serious implications for the national economy. 

Life insurance companies have a very low ratio of net income to 
total assets—less than 2 percent—and consequently it takes only a 
very small amount of assets invested in tax-exempt bonds to make 
all of the net income tax free. A total income type of bill would 
not only encourage life insurance companies to change their conserva- 
tive and traditional investment policies, but it also has another very 
bad effect. It would also encourage them to increase their expendi- 
tures, in my opinion, for new business. This would also provide 
increased income-tax deductions and would decrease the Govern- 
ment’s tax income, in my opinion, for some years in view of the fact 
that new business costs approximately 140 percent of first year pre- 
miums, and doesn’t pay off as a long-term base until some 7 to 20 
years in the future. This is not generally understood by thoes not 
familiar with the life insurance business. 

In determining how much our fair share of Federal taxes is, it 
must be borne in mind that life insurance is already heavily taxed 
at the State level. It is no sufficient answer to any that this State 
tax burden may be ignored because other competing life insurance 
companies are taxed by the States on essentially the same basis. A 
life insurance company competes not merely with other life insurance 
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companies but also with every other form of savings and, of equal or 
greater importance, with every other form of spending. Ours is a 
thrift institution which serves a laudable social purpose which we 
believe should be encouraged—not discouraged—under national tax 
policy. 

We do not suggest that the Congress is bound by the recent level 
of life insurance Federal income taxes or by any other level. How- 
ever, what the companies have been paying recently is certainly one 
important factor to be taken into consideration in determining the 
proper level of future life insurance taxes. This is especially true 
since many of us have issued policy contracts at fixed premiums 
which cannot be increased to compensate for any sharp increase in 
Federal income taxes. 

In recent years the life insurance companies have been receiving 
a decreasing share of the Nation’s savings dollar, This is certainly 
due in part to the increase in our tax burdens as compared with those 
of other thrift institutions. This decline in savings entrusted to life 
insurance companies is not, we suggest, in the public interest. This 
decline should not now be accelerated by any sharp increase in life 
insurance taxes. 

In 1913 the Congress determined that all life insurance companies, 
stock and mutual, should be taxed on the same basis; and this has 
been the pattern ever since. The mutuals have three-fourths of the 
assets and two-thirds of the business in force. 

The most compelling reason for applying some form of excise 
taxation to life insurance is that due to the complications and par- 
ticularly the long-term character of our business the corporate net 
income basis of taxation does not seem feasible. The 1909-20 life 
insurance tax law was on this basis, and it produced litigation rather 
than revenue. This form of tax was discarded in 1921 in favor of a 
tax measured by investment income. This has been the measure of 
the life insurance tax for the last 37 years and in our opinion it should 
continue to be the measure. 

There are many persons in Government and in our business who 
would very much like to see life insurance taxed on the corporate 
net income basis. This is true now and it was true 10 and more years 
ago. These persons say that a life insurance tax on this basis is 
feasible, and numerous attempts have been made to draft such bills. 
In fact, such a bill, H. R. 13707, is now pending in the Congress. 
Even the sponsors of this bill will concede its defects, which are 
many. The sponsors of this bill are those who now say, and with 
justification, that life insurance company taxes are now much too 
high. By a happy coincidence the effect of this bill, if enacted, 
would be to reduce the taxes of many, if not of most, of the sponsors. 

The best evidence that it is not feasible to tax life insurance com- 
panies on the corporate net income basis is the fact that for many 
years able persons in Government and in the life insurance business 
have made repeated and sincere efforts to draft such legislation, and 
these efforts have all ended in failure. Invariably the draft bills, if 
enacted, either would not have produced adequate revenues for the 
Government or would have done injustice to many of the companies 
and their policyholders. 
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The theoretical advantages of a tax bill based on the corporate 
net income principle are far outweighed by the many and serious 
practical disadvantages. ‘The life insurance business is a long-term 
business which must pl: in In terms of generations and not in terms of 
years. It is built up with assumptions heaped on top of assumptions 
and with far too many complic ations to be fitted into the general 
corporate pattern of ts 1xation. The business has been dev eloped under 
and has adjusted to a tax system based on investment income. Ac- 
counting methods and assumptions have been adopted without con- 
sideration of any Federal income tax on the corporate net income basis. 
Chaotic conditions are bound to ensue if there is now any drastic and 
sudden change in the method of taxation. 

It might be he Ipful to list some of the many disadvantages of the 
porporate net income method of taxing life insurance companies. 
These very real disadvantages which must be weighed against the 
few, and largely theoretical, advantages are: 

(1) The law would be extremely difficult to design and to draft 
because of the necessity for so many refinements to adjust to so many 
different situations. Some of the major problems relate to the un- 
scrambling of voluntary reserves, to defici lency reserves, and to the 
general prob lem created in the differences in the reserve bases with 
resulting differences in apparent annual earnings (see charts). 

2) The law would be extremely difficult, if not impossible, to 
bamninintor regardless of how carefully it was drafted. The Treasury 
would have to assume control over accounting, which might lead to 
conflicts with the States and eventually to F ederal regul: ition. 

(5) The law would produce endless litigation, as was the case during 
the period 1909-20, when life insurance companies, whose business 

then was simple as compared with now, were taxed on a corporate net 
income basis. 

(4) The increased revenues hoped for by the Treasury would not 
likely be realized, even for the first year, and revenues would decrease 
further as the companies adjusted to prevent inequity and to meet the 
impact of the law. 

(5) The impact of the tax would vary widely among the companies. 
Large companies with large surpluses would not necessarily pay more 
in taxes; they might pay far less. 

(6) This type of tax would represent a distinct departure from the 
long-standing position of neutrality in taxation between stock com- 
panies and mutual companies. This law would favor mutuals as 
against stocks, especially if all or a material part of policyholders’ 
dividends were an allowable deduction. The mutuals already have 
the bulk of the business. 

(7) The large mutuals with large surpluses would be given a further 
competitive advantage over smaller companies, stock and mutual. They 
would be enabled to acquire a larger percentage of available new busi- 
ness at the expense of their less fortunate competitors. Presently there 
are more than 1,300 life insurance companies, but a small number of 
mutual companies already have more than 50 percent of the total 
assets. A tax law would not be in the public interest if it enabled the 
large to grow larger at the expense of the small. 

(8) Mutual companies with large surpluses would, in effect, be 
able to determine their own taxes through policyholders’ dividends ‘and 
through development programs. 
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(9) Investment policies of life insurance companies would be al- 
tered to include tax- -exempt securities and stocks to a major degree, as 
is now the case with insurance companies other than life, and such 
additional demands for equities would create additional inflationary 
dangers. This shift of life insurance funds from investment areas 
such as residential mortgages and Federal securities, where funds are 
badly needed now, would have serious impacts on our economy. 

(10) This plan, though proposed as permanent legislation, would 
likely end up as another : stopgap law because of its major defects and 
inequities. There would be the immediate and constant clamor for 
amendments from all sides. 

(11) If this law did serve to increase materially the level of taxes, 
the companies would not be left with adequate margins to increase 
their surpluses and other safety funds in proportion to the normal 
annual increase in assets. Under State law and insurance department 
rulings, these safety funds are just as necessary as regular reserves 
and the policyholders should have this protection. 

(12) It would not be feasible to measure the income of a life in- 
surance company with long-term contracts on a 1-year basis. Life 
insurance companies must plan in terms of generations rather than 
in years, and the results for anv single year or other short period are 
predicted on a series of assumptions, which may not work out on the 
assumed basis. 

(13) An overwhelming majority of life insurance companies would 
feel that this type of law could not operate fairly as to their com- 
panies and to their policyholders, and they would therefore feel com- 
pelled to oppose this plan of taxation. This opposition might well 
result in no new legislation. The life insurance companies would then 
be taxed on 1958 business under the 1942 law and at an effective rate 
of 12.72 percent of net investment income. This compares with the 
7.8-percent rate paid during the period 1955 to 1957, inclusive, and 
lesser percentages paid in prior years. The 1942 law is perfectly ac- 
ceptable to the specialty er with small investment income but 
large apparent earnings ongressman Mills, Senator Byrd, and 
Secretary Anderson all agreed earlier this year that a return to the 
1942 law with a resulting sharp increase in the rate of taxation was 
not justified. 

(14) This type of tax would discourage unnecessarily a thrift busi- 
ness which serves a laudable social purpose and which is already 
taxed at a higher rate than any other thrift institution. 

The above “points apply equally as well to the 50-50 total income 
compromise bill. For 37 years life insurance companies may have 
been taxed on the basis of net investment income. During this interval 
the Treasury and Congress and others have made numerous studies of 
life insurance taxation. Invariably Congress has concluded after 
each of these studies that net investment income should continue to 
be the tax base. 

The tax law most recently applied to life insurance companies was 
enacted in 1956 covering 1955 business and, as extended, also covered 
the business of 1956 and 1957. This law came about as the’ result of 
a thorough and objective study by a special subcommittee of the Ways 
and Means Committee. Many different plans for taxing life insur- 
ance were considered, but these were all discarded in favor of the 
basic tax on investment income. 
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This 1956 law, which has come to be known as the Mills law, cured 
many defects then existing. ; 

We believe the life insurance Federal income tax should continue 
to be based on investment income—either on the surplus interest 
approach, the Mills law basis or under some other plan. We do not 
believe that it is reasonable to indulge in the fond hope that it 1s now 
feasible to tax life insurance companies on the corporate net income 
basis. This plan did not work during 1909-20 because of complica- 
tions and no one would dare suggest that the life insurance business 
is less complicated now. 

The Treasury now and for 10 years and more has been under con- 
stant pressure to produce a workable life insurance tax bill based on 
the corporate net income principle. So far it has failed to produce 


such a bill. The Treasury is to be commended for not producing a 
bill which is unworkable. 


In summary, we believe: 

(1) The basic life insurance tax should be continued as a tax on 
net investment income along the lines of a surplus interest or Mills- 
Curtis type of approach, or some other investment income approach, 
at some reasonable rate. 

(2) Provision for the tax on nonlife business should be made on the 
same basis as in the Mills law. 

(3) The smaller companies should have at least the relief which 
they have had in recent years and which they will not have under the 
1942 law in its present form. Consideration should be given to addi- 
tional relief to companies with less than average interest margins. 

(4) Provision should be made with respect to stock companies as 
outlined in the statements of Claris Adams and Henry Beers. 

(5) There should be other minor refinements. 

If the suggested changes are made, the Government will be assured 
of large and increasing revenues from life insurance companies and 
the companies and life insurance policyholders will not be harmed 
unduly. 

A tax bill along these general lines would re to have the best 
possible chance of enactment. The bill would be relatively easy to 
draft and easy to administer and would produce adequate revenue 
for the Government with the least cesta objection from the life 
insurance companies. This would seem to meet the requirement that 
the bill will be simple and salable and that the revenues be adequate. 

When these matters are clearly understood, it is inconceivable that 
either the Treasury or the Congress would look with favor upon a 
total income approach, either of the 100 percent or of the 50 percent 
compromise type. 


Thank you, Mr. Chairman and members of the committee, for the 


opportunity of presenting our views on this important subject. 


Mr. Chairman, again I want to express my personal appreciation— 


jand I am sure I express the views of all others who have appeared 


here—for the splendid patience that you and your colleagues have 
shown and for the understanding and for the courtesies that you have 
extended to us all. 

The Carman. Mr. Keesling, I should have observed when you 
tame to the witness table that I personally recall the time when you 
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were here working with Members of Congress under General Hershey, 
We welcome you back. 

Mr. Kerrstine. Thank you, sir. 

The Cuamrman. We appreciate all the kind things you have had to 
say about the committee. 

I want to assure you and others who have appeared as witnesses that 
the testimony you have given the committee, I am sure, has been most 
helpful to the committee and will be helpful in the formulation of 
some method of taxing insurance companies that we hope can, for at 
least a while, be considered a permanent program. 

I want to ask just one question, and that is what bothers me and 
why I have felt, and I say “felt,” that there might be some justification 
for some element of this double approach that the Treasury in its com- 
promise suggested, with modifications of course. The compromise 
is that we look first to some method of getting at the investment 
income of a company and then if we happen to have companies that 
are not in the position of having most of their gain reflected from 
investment income, that we can have another approach. 

All that is involved in this second step, as I understand, of the 
suggested Treasury compromise in an effort to try to get at what 
have been called underwriting gains. Isthat not true? 

Mr. Keestrne. That is what I understand is the intent. 

The Cuarrman,. That is right. Why should we not apply some 
element of the tax to underwriting gains, or at least, as some industry 
spokesmen suggest, apply a special rule to these so-called specialty 
companies that have most of their income from underwriting? What 
is there about underwriting gains that makes them so sacrosanct that 
this committee and the Congress should not reach in to take a part of 
those underwriting gains as part of the overall tax burden placed upon 
the industry ? 

Mr. Keestine. Mr. Chairman, in trying to answer your question 
in a forthright, honest manner, which I am sure all the other wit- 
nesses have tried to do, I asked myself that question, as a matter 
of fact, not later than this noon. I came to this personal conclu- 
sion, at least for the present: that if I were a Member of Congress, 
and that is assuming quite a bit, I know, but if I were in your place, I 
would recognize the problem that you have, that you are faced with 
something that can be very much misunderstood, that you do have to 
account to your own colleagues and to the other Members on the 
other side of the Capitol and to the public. Incidentally, the “public” 
are the policyholders and the beneficiaries who are interested in the 
protection of their insurance savings and the Members of Congress, 
including the Senators on the other side, are the representatives of the 
public, therefore the Beers type of proposal should be more accept- 
able and welcome. In analyzing it from that standpoint—trying 
to be as objective as I could—it seems to me that the presentation 
that was made by Mr. Beers would be my answer to your question. 
This remedies, in my opinion, the situation that existed under the 
85. percent or 70 percent or whatever it is and any misunderstand- 
ing that comes from that of the Mills-Curtis 1955 bill. In addition 
to that it also endeavors to get into whatever is separated from the 
insurance company and go out to a third party who is a stockholder. 

In my opinion it does it at the proper time, for, as I have endeavored 
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. point out, the capital as well as the surplus of stock companies is 

yailable the same as anything that the mutual companies have— 
Doother it is above the line or ‘below the line—for the protection of 
the policyholders until and unless it is actually used otherwise. With 
respect to their reserves and surplus, mutual and. stock companies 
are comparable, and if a stock company is taxed on its so-called under- 
writing income when that is actually paid out to stockholders (or 
at any “other time), a comparable tax should be paid by mutual com- 
panies when comparable so-called under vraag income is paid out to 
policyholders. It is my present belief that the most logical—some 
people have used the word “salable”—but “salable” is not the right 
word—the most logical, the most feasible, the fairest, from the 
standpoint of the overall tax take of the Government, from the 
standpoint of normalizing the situation as among the companies, 
from the standpoint of not getting into protracted litigation and 
all the things that we are beginning to forget about w hat happened 
many years ago when you did have the so-called total income ap- 
proach. That is a long way around to answer your question, but 
I would like to come back to homeplate here and tell you, in answer: 
to your question, that I would subscribe to what Mr. Beers has said 
by way of the two-pronged approach, the surplus interest approach 
coupled with getting at what apparently has given rise to most of 
the public clamor, and that is that stockholders of life insurance com- 
panies are getting some unjust treatment. 

Incidentally, in this regard, I understand that a statement will 
be submitted either now or later going into some of the erroneously 
inflated valuations that have occurred in the stock of stock life in- 
surance companies. 

The CuatrmMan. Mr. Keesling, I have expressed the hope that we 
can succeed in writing a bill which will tax all companies alike and 
all upon their true income, because we were told by one for whom 
I have the very greatest respect that that is an element that should 
be included in anything we report, but I must admit that I am left 
unsatisfied in my quest. for knowledge as to why the only true in- 
come that a company has is investment income and w hy a part of 
true income may not well be gains from underwriting as well as re- 
turn from investments. 

Mr. Kerstrne. One point that I did put in the comments that I 
made in reply to your question before, I believe, has been adequately 
covered by many of the witnesses and that is you do have a particular 
type of savings business that you are dealing with, and when I made 
my remarks as to supporting Mr. Beers’ statement I included that. 

‘You come to a point beyond which you should not tax, in my 
opinion, this industry. You can do it under the Beers approach 


| with full intergity and full understanding of the situation. I am 


sure you gentlemen have that, and we are all acquiring more under- 
standing as we go along. Certainly during my experience with 


| the tax aspects of this business there has been tremendous enlighten- 
‘ment and progress. I believe these hearings have been a spring- 
board, let us say, or a forum, wherefrom there can be a proper un- 


derst: anding on the part of the public and all others of this problem. 
I person: ally believe that if we sit down and analyze what has taken 
place in these hearings we can come to some satisfactory solution. 
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The Cuarrman. So we will sit down and analyze, but I am left with 
questions in my mind that are unresolved. 

It is most difficult for me, I think, to do what I want to do. 

Mr. Keexsiinc. I have many questions, frankly. 

The Cuarrman. Iamsure youdo. Iam not by myself. 

Mr. Curtis? 

Mr. Curtis. Just one question. 

Your company writes term insurance, does it ? 

Mr. Kersirne. Yes, sir. 

Mr. Curtis. It is true, is it not, that as a rule of thumb the shorter the 
term, the smaller the reserve and surplus against that particular bit 
of insurance? 

Mr. Kersiine. That is my understanding, but I would want to have 
my remarks checked by some of the actuaries here. 

Mr. Curtis. In other words, if we got up to, say, 25-year term insur- 
ance, that insurance would have to have against it, I would imagine, a 
sizable reserve and surplus for contingency, would it not? 

Mr. Keesutine. The longer term forms require the building of larger 
reserves that then decline to the expiry date. 

Mr. Curtis. The reason I posed that is it seems to me the only type 
of term insurance that the 1955 formula or this alternative method of 
net investment misses or tends to miss is the shorter term, and the 
longer the term, the more it would be taxed, it seems to me, under the 
net investment formula. I was wondering if I was correct in my 
reasoning in that. 

Mr. Kersiinc. This tends to be correct respecting the very short term 
forms, such as in credit insurance. I would prefer to have an actuary 
answer that. I am not an actuary, cthanhatin, There are a number 
of them in the room and you can get the answer from them right now, 
1am sure, or I will put it in the record. 

Mr. Curtis. Would you do that ? 

The Carman. Without objection that will be done. 

Mr. Curtis, The reason I pose that problem is this: that if that is 
‘a correct premise, then the area that we do not catch where there is 
some problem on underwriting and it is ascertainable, as a matter of 
fact, that it is not taxed under the 1955 formula, is perforce —— 
that in the very short term area. The reason I emphasize that again 
is if that is so, then if we segregate what we call term, if we want to, 
say, 5 years or below, or whatever would be the striking point of that 
amount of reserve that your formula would catch, if we segregated that, 
and that is the easiest to determine on an annual basis, even more profit 
or loss, we would be solving this problem. 

The reason, I would say to the chairman, we cannot determine what 
this underwriting is—I think it is there—is due to the long-term nature 
of the business. That is why it is difficult to measure, but in this 
short-term insurance I think we probably can. 

Mr. Keesuine. Mr. Curtis, I understand your question and I will 
put some statement in the record, if I may, sir, and I would like to 
make one further comment about it, though, which your question brings 
tomind. That is this: wt hil ; 5 p 

It is very apparent that there is difficulty on all sides in trying to 
agree on some solution, because apparently no matter what solution 
we think of, it hurts somebody. Very frankly, we have looked at it 
from that standpoint. We realize that there should be a fair amount 
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of overall tax paid to the Government, and in the confines of our com- 

any, the company’s management, we say, “Well, we feel that our 
fair share of the overall would be such and such. Let’s see if we can’t 
devise something, if we are getting a break on one of these types of 
proposals, that we can get it over into the situation to ease it for some- 
one else,” and I have almost come to the conclusion, and that is why I 
supported this proposal that was submitted by Mr. Beers—it is not the 
only one that we would support, but that looks to be like the best to 
me—that if that does fall short in some respects—we have to pick 
something—then why can’t some special provisions be made for a com- 
pany that is really badly hurt, some transition arrangement or some- 
thing. 

(The following information was received by the committee :) 


ANSWER TO MR. CURTIS’ QUESTIONS, PAGE 446 


In answer to your question, Mr. Curtis, you are correct, generally speaking, 
that with respect to term insurance the shorter the term, the smaller the policy 
reserves. For example, a 25-year term policy has, on the average, larger reserves 
than a 1-year term form. However, you recognize, of course, that in the last part 
of the longer term form, the reserve decreases until it reaches zero. The surplus 
itself is not directly related to the term of a term insurance policy. Concerning 
your question about segregating short-term forms of term insurance from other 
life insurance for tax purposes, it is my opinion, after consulting with my com- 
pany’s actuary, that it is more feasible to accomplish your segregation objective by 
“defining out” the specialty companies which write predominantly the term forms 


you seek to reach. 

The Cuarrman. Mr. Ikard will inquire, Mr. Keesling. 

Mr. Ixarp. May I ask just 2 or 3 questions here to try to get some 
ae straight in m mind Q 

When we speak of profits on underwriting, is it true that there actu- 
ally are profits or gains, or whatever you want to call them, but that 
those are needed for the protection of the policyholders simply because 
of the nature of the business? Is that true? 

Mr. Kerstine. That has been my thinking. 

Mr. Ixarp. And then, as I understand the question of taxing, and I 
am like the chairman said, groping for light here, your point of tax- 
ation will come when it is determined that those gains on your under- 
writings are no longer needed for protection of your policyholders 
and those funds are moved from that area to the position from where 
they can be paid to your stockholders in the form of dividends? Is 
that correct? I mean generally. 

Mr. Kerstine. That is my understanding of it and that is my under- 
standing of what Mr. Beers proposed ; namely, that it is always avail- 
able for protection of policyholders until actually paid to stockholders. 

Mr. Ixarp. Then the crux of the problem is not whether or not there 
is a gain on it; the difficult question is to make the determination at 
what point, whether you do it at a point where conceivably it could 
injure or deplete the reserves—they are in effect reserves, as I under- 
stand it—that the policyholders are entitled to, and yet to make the 
determination in a way to where you impose the tax at the time that 
those funds became available to be treated as a profit, as we generally 


| think of it. 


Mr. Keestine. Mr. Ikard, I certainly appreciate your answering the 
question that the chairman put to me a if you have no objection, I 
would like to incorporate your answer as my answer to his question. 
[Laughter. | 
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(The committee received the following information :) 
MORTGAGE SERVICE FEES 


Mortgage loans form a large part of the investments of life insurance com- 
panies. Loans may be made directly or may be acquired through mortgage loan 
correspondents. When the former procedure is used, the company itself through 
its central organization or through an organization of its own representatives 
services the mortgages. 

When the latter proeedure is followed, it is customary for the mortgage loan 
correspondent to service the mortgage on behalf of the purchaser of the mort- 
gage. Under contract with the purchaser, he will remit to the purchaser a net 
amount smaller than the amount of interest collected from the mortgagor and 
he will retain the balance to cover his servicing expenses and his profit. 

Over the years, many companies have reported for annual statement purposes 
and for tax return purposes, the net amounts received from mortgage loan cor- 
respondents and have deducted no expenses for mortgage loan servicing. Until 
recently this procedure was found acceptable to the internal revenue service as 
well as to State insurance commissioners. 

About a year or more ago, a question was raised by the Omaha office as to the 
propriety of this procedure. Briefs were filed and a decision was given that the 
procedure was acceptable. Recently this decision was reversed, it being held 
that mortgage service fees allowed were investment expenses and that gross 
income included such service fees. 

In view of the fact that there is a limit on investment expenses and the limit 
is inadequate to cover mortgage service fees, relief is indicated. The expense 
limit is one-fourth of 1 percent of assets with an added margin for companies 
with higher than average interest returns. However, since mortgage service 
fees are generally of the order of one-half of 1 percent, the inadequacy of the 
margin is clearly evident. 

It is our view that there is a practical way of providing the needed relief. 
This can be done in two steps: (1) for mortgages on which service fees are paid, 
allow such service fees in full outside the one-fourth of 1 percent limit on 
expenses and (2) for mortgages that are serviced by the the company or its own 
agency, provide an additional expense allowance of one-fourth of 1 percent of 
the amount of such mortgages. If these two allowances are made, it would be 
logical to drop the extra expense allowance available now to companies whose 
net rate of interest on investments exceeds 3°4 percent. 

The necessary provisions are written in the text of the model draft of an in- 
vestment income tax law based on the surplus interest method. 


The Cuarrman. Are there any further questions by members of the 


committee ? 
(The following material was received by the committee :) 


West Coast Lire INSURANCE Co., 
San Francisco, Calif., November 25, 1958. 
Hon. Wiisur D, MILLs, 
Member of Congress, Chairman, House Committee on Ways and Means, 
New House Office Building, Washington, D. C. 

DEAR Mr. Mitts: With respect to my testimony on November 20, 1958, at the 
hearings held by your Subcommittee on Internal Revenue Taxation concerning 
life insurance companies, you will recall that I presented two charts. Those 
charts showed that if there were five life insurance companies which were iden- 
tical in all respects except differing only in the rate of interest used in reserve 
valuation, the amount of reserves and the amount of surplus would differ among 
such companies. For each 1-percent difference in such interest rate, there would 
be approximately a 10-percent difference in reserves and, accordingly, the 
amounts of surplus, “Statement net gain from operations,” and Federal income 
taxes of the companies would differ, the rule of thumb being that the company 
using the lowest interest rate would have larger reserves, smaller surplus, and, 
therefore, smaller “statement net gain from operations” than a company using 


a higher assumed interest rate, even though the actual interest earnings were 
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the same. The Federal income tax of such company would also be unjustly 
smaller under the “total income’ approach, I also pointed out that reserve 
valuation rate of interest was fixed by a management decision and that conse- 
quently unless the tax bill makes provision for appropriate adjustments, there 
would be unjust discrimination taxwise among the companies due solely to such 
management decisions. 

Although I also brought with me four additional charts, I did not present them 
at that time inasmuch as some of my actuary friends at the hearing raised some 
questions, and I desired to get additional information. Having obtained that 
information, I am attaching the additional charts to this letter, and I respect- 
fully request that this letter and the attached charts be included in the printed 
hearings. 

Charts II show the differences in reserves, surplus and “Statement net gain 
from operations” and, therefore, in amount of Federal income taxes, for five 
companies insuring identical people, for identical amounts, with identical 
premiums and expenses, identical assets, and identical investment income. The 
five companies are identical in all respects except only that each uses a different 
assumed valuation method in calculating reserves. To prevent Federal income- 
tax discrimination among these identical companies, an adequate normalizing 
adjustment must be made. The preliminary term adjustment which I believe 
is being considered under the various approaches recognizes this important 
matter but does not fully adjust the same. 

The two charts marked “III” show five life insurance companies insuring 
identical people for identical amounts, with identical premiums and expenses, 
identical assets, and identical investment income. The five companies are iden- 
tical in all respects except that each uses a different assumed reserve valuation 
mortality table. These charts marked “III’’ show little variation in reserves 
and surplus as among the companies, and therefore show that the choice of 
mortality table for reserve valuation purposes does not result in anywhere near 
as much variation in the respective reserves and surplus of the five companies 
as results from the use of either a different rate of interest (charts I) or a dif- 
ferent valuation method (charts II) in calculating reserves. It is important 
to note in connection with the use of these mortality tables that they are used 
solely for reserve valuation purposes and are not necessarily related to any 
mortality assumptions used in building the gross premiums charged by the com- 
pany. In fact, in building gross premiums, a company uses a projection of mor- 
tality based on its own experience, independent of the mortality table which it 
proposes to use for reserve valuation. 

Charts I, II, and III all conclusively show why “Net gains from operations” 
of line 33, page 4, of life insurance companies’ annual statements must not be 
used as a basis for income taxation, either in whole or in part. 

My company’s chief actuary, Dr. A. C. Olshen, has furnished me with some 
very pertinent additional information concerning the historical background 
of the “Net gain from operations” item of the annual statement. The following 
is submitted for the record covering this point. As you know, the form of annual 
statement utilized by all the life insurance companies in the United States is 
promulgated by the National Association of Insurance Commissioners. The 
NAIC technical committee dealing with this form is the blanks committee. It is 
comprised of technicians from the various State insurance departments across 
the country, including some of the ablest career people of the supervisory staffs. 
Correspondingly, the American Life Convention and the Life Insurance Associa- 
tion of America have a technical committee on blanks comprised of technical 
representatives from various companies. 

Approximately 10 years ago, when the present form of annual statement was 
being developed by the blanks committee of the National Association of Insurance 
Commissioners, the discussion, at which representatives from the industry’s joint 
committee on blanks were present, brought out that the nomenclature adopted 
for the “Summary of operations,” page 4, of the proposed new annual statement 
blank was very important in view of the fact that a designation of line 33 as 
“Net gain from operations” might be misconstrued by any taxing body to be ‘‘Net 
profits” when, in fact, it was mutually understood by the representatives of the 
State insurance departments and the representatives of the industry that this 
item in no way represented “Net profits.””. Throughout the long discussions in 
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the work of developing such annual statement, it was clearly understood by both 
the State insurance department technicians as well as the insurance company 
representatives that the item “Net gain from operations” was not in the same 
category as a commercial company’s “net income” or “net profit,” and they were 
cognizant that an explanation would be necessary to preclude a taxing body from 
misinterpreting such terminology. 

Unfortunately, it appears that there has been such a misinterpretation in the 
formulation of the various “total income” types of approach, whether the same 
be the so-called 100-percent variety, the “50-50” Treasury “compromise” pro- 
posal or H. R. 13707. It is, therefore, essential that such a misinterpretation be 
corrected, and in this regard, your committee may deem it advisable to obtain 
firsthand information from the National Association of Insurance Commissioners. 
In this connection Mr. William Bruce, of the California Insurance Department, 
who is a member of the blanks committee of the National Association of Insur- 
ance Commissioners and who was a member of that committee when the State 
annual statement forms were being drafted, has sent me a letter setting forth the 
historical background. A copy of his letter is attached, as it confirms my above 
understanding. 

So long as the above-mentioned “total income” type of proposa)s revert to the 
annual statement item “Net gain from operations” as a tax base, the entire tax- 
ing structure will be unfeasible and erroneous. 

Another misconception which should be put straight is the erroneous designa- 
tion of the so-called Treasury compromise as a “50-50” proposition. It should 
De understood for what it actually is, namely, not a “50-50” proposal at all, but 
actually a “100 plus 50” proposal. 

For these reasons in addition to those presented in my previous testimony, I 
again respectfuly submit that the Menge-Beers surplus interest type of approach, 
or some other feasible non-“total income” approach, must be used 100 percent 
“across the board” for the best interests of the Government, the public, and the 
industry. 

Such a solution is right, and, therefore, when understood, it needs no apology 
nor does it need to be “sold.” When properly understood, I am convinced it will 
be accepted by the public, and should therefore be acceptable to their representa- 
tives, namely, the Members of the Congress—Senators as well as Congressmen. 

The mutual and stock companies should take a united position along these 
lines in conjunction with the Congress and the Treasury as they all have a com- 
mon interest. 

May I again express to you and to the members of your committee and staff our 
great appreciation for the exceptional courtesy, patience, and understanding 
which you have extended to all of the representatives of the insurance industry. 

Sincerely, 
FRANCIS V. KEESLING, Jr., 
First Vice President and General Counsel. 
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DEPARTMENT OF INSURANCE, 
STATE OF CALIFORNIA, 
San Francisco, Calif., November 25, 1958. 
Mr. F. V. KEESLING, Jr., 
First Vice President and General Counsel, West Coast Life Insurance Co., 
San Francisco, Calif. 

Dear Mr. Keesiine: This is in response to your inquiry regarding the present 
summary of operations, page 4 of the Annual Statement for Life Insurance 
Companies. 

When the blanks committee of the National Association of Insurance Com- 
missioners worked on the development of this form during the period 1948-50 to 
become effective in 1951, it felt that items 28 and 33 should not be labeled “Net 
underwriting gain,” “Net profit,’ or “Net income,” as these were composite 
items, all of which did not in any sense represent profits. 

Considerable discussion was given to the matter and in order to determine 
a more appropriate description of these two items and to preclude them from 
being misconstructed for tax purposes as “net profit” or “net income” or “net 
underwriting gain,” it was decided to label them “Net gain from operations.” 

In this discussion and understanding there was uniform accord between the 
representatives of the State insurance departments and the representatives of 
the life insurance associations. 

Very truly yours, 
W. Bruce, 
Chief Insurance Examiner. 


Does anybody else want to testify? Is there anyone present in the 
room who has requested an opportunity of being heard who has not 
been heard by the committee / 

If not, the purposes for which these hearings have been called have 
been completed. 

I had stated earlier that the committee would receive additional mat- 
erial for the record. We will keep the record open until November 26 
for that additional material, so all of you asking permission to put 
information in the record may do so not later than November 26. 

(The material referred to follows :) 


[Greensboro Daily News, September 29, 1958] 
AN OPEN LETTER ON TAXES—PUBLIC PULSE—TAXING INSURANCE FIRMS 


EDITOR OF THE DAILY NEws: In a press dispatch appearing in the Daily News 
of September 18 (Tax Study of Insurance Firms Is Planned), Washington 
Correspondent Bruce Jolly reports that the House Internal Revenue Taxation 
Subcommittee will begin new hearings November 17 with the objective of formu- 
lating an equitable plan for taxing the Nation’s insurance companies. 

As this dispatch makes clear, devising a satisfactory system for Federal 
taxation of life insurance companies has, through the years, proved one of 
the most difficult and complex problems faced by Congress. The life insurance 
industry itself is keenly aware of the need for such a system. Solution of 
the problem is vital to the welfare of the Nation’s 121 million policyholders, 
the companies, and the public at large. 

Much of the difficulty in arriving at a fully satisfactory basis for taxing life 
insurance companies arises from the long-term nature of the life insurance 
contract, sometimes requiring as long as 100 years to complete. Thus, the 
cost of a life insurance contract must be based on certain assumptions as 
to experience over a period of future years—experience as to mortality, return 
on investments, and operating expenses. 

The bulk of the assets of any life insurance company consists of reserves 
accumulated through premium payments and held by the company until they 
are eventually needed to pay the future claims of policyholders. Many people 
mistakenly think of these reserves as the property of the life insurance com- 
pany when they are in fact liabilities for future claims. There is always a 
possibility that the reserves established may have to be supplemented in later 
years to meet these claims. 
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Due to the complexity and highly technical nature of the life insurance 
business, it is difficult to make the facts about life insurance taxation clearly 
understood by the public. It is not generally understood, for instance, that 
every tax, State or Federal, levied on life insurance companies must, of neces- 
sity, be borne by the policyholders—either in the form of higher premiums or 
reduced protection. When life insurance taxes are increased, the policyholder 
either must pay a higher premium to obtain a given amount of family protec- 
tion, or he must accept a reduced amount of protection for the same premium 
formerly paid. There simply is no one else to pay these taxes. 

Life insurance, unlike other businesses, traditionally haus been regulated by 
the States, and has been taxed by the States on the busis of a percentage of 
life insurance premiums collected. The vast majority of policyholders in 
America today are people with modest incomes. They are being taxed by both 
Federal and State Governments for the privilege of saving their own money 
for the protection of their own families. No other thrift institution is taxed 
in this manner. 

The general pattern in the Federal taxation of life insurance companies has 
been to allow certain deductions from investment income—principally a credit 
for reserves and other policy liabilities. The remainder of investment income 
is then taxed at the same rate that applies to other corporations, namely 52 
percent. Thus, the regular corporate tax rate applies to the base established 
for life insurance companies. 

This the pattern followed in the Mills law, originally designed as permanent 
legislation but, in the absence of Treasury approval, limited to tax year 1955. 
As enacted, and later extended to cover tax year 1957, the Mills law superseded 
the taxing provisions of the 1942 law but did not repeal that law. The life 
insurance industry generally approved of this approach. Unless Congress ex- 
tends the Mills law or adopts other legislation, however, the 1942 law will 
again become applicable. 

If this should happen, the Federal tax exacted from the policyholder who 
pays $200 per year in insurance premiums would jump from $4 to $6 per year. 
If the 1950 law—abondoned in 1951—should be resurrected, his Federal tax 
would be doubled, jumping from $4 to $8 per year. 

This would bring his total life insurance tax, including that exacted by 
the State, to an average of $12 per year. Yet if this same policyholder lived 
in Canada instead of the United States, the Government would take only $4 
per year. Thus, the life insurance industry feels that it is heavily taxed. 

In view of the various factors cited above, the Nation’s life insurance com- 
panies in general recommend the approach of the Mills law and urge that it 
be enacted as permanent legislation. 

J. M. BrYan, 
Senior Vice President, Jefferson Standard Life Insurance Co. 
GREENSRORO. 


Hon. Leo Erwin, 
Clerk of the Ways and Means Committee of the House of Represent- 
atiwes of the Congress of the United States: 

Pursuant to the instructions contained in September 16, 1958, press 
release from Hon. Wilbur D. Mills, chairman of the Committee on Ways and 
Means and also chairman of that committee’s Subcommittee on Internal Revenue 
Taxation, I am filing herewith, and request the subcommittee to consider, the 
following document (which is attached hereto) pertaining to the subject of the 
Federal taxation of life insurance companies: Copy of resolution unanimously 
adopted on November 10, 1958, at a duly constituted meeting of the Assuciation 
of North Carolina Life Insurance Companies. 

The views expressed in the above-mentioned resolution represent the personal 
views of the undersigned and also the views of the two life insurance companies 
hereinafter designated and of which the undersigned is an officer. Further, the 
undersigned has been duly authorized to file the attached copy of said resolution 
in behalf of the Association of North Carolina Life Insurance Companies. 

Respectfully submitted, this the 12th day of November 1958. 

J. M. BRYAan, 
Senior Vice President, Jefferson Standard Life Insurance Co.; Chair- 
man of the Board, Pilot Life Insurance Co. 


GreEensporo, N. C. 
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RESOLUTION UNANIMOUSLY ADOPTED ON NOVEMBER 10, 1958, AT MEETING OF 
ASSOCIATION OF NortTH CAROLINA LIFE INSURANCE COMPANIES 


“Whereas this association, having duly considered the complex nature of the 
problem of an equitable and fair formula for the Federal income taxation of life 
insurance companies, is of the opinion that a method of taxation based upon 
the traditional principle of net investment income represents both the fairest and 
the most practicable approach to a permanent solution of the problem: Now, 
therefore, be it 

“Resolved: 1. That this association endorses and supports the principle of the 
net investment income theory for the Federal income taxation of life insurance 
companies, and recommends to the Congress of the United States the enactment 
as permanent legislation of a bill embodying, with possible modifications as to 
details, the basic concepts and formula of the Mills bill ; 

“2. That the total income theory of taxation is, in the association’s opinion, 
wholly impractical and would not represent a satisfactory or equitable solution 
of the problem of Federal income taxation of life insurance companies.” 

The undersigned duly elected secretary of the Association of North Carolina 
Life Insurance Companies does hereby certify that the foregoing is a true and 
correct copy of resolution unanimously adopted on November 10, 1958, at meeting 
of the Association of North Carolina Life Insurance Companies, this 11th day of 
November 1958. 

T. W. ALEXANDER, 
Secretary of the Association of North Carolina Life Insurance 
Companies. 


The membership of the Association of North Carolina Life Insurance Com- 
panies represents more than 99 percent of all life insurance issued by domestic 
life insurance companies of North Carolina. The members of the association 
are: 

American Guaranty Life Insurance Co., Fayetteville, N. C. 
Builders Life Insurance Co., Charlotte, N. C. 

Carolina Home Life Insurance Co., Burlington, N. C. 
Central Life Insurance Co., Charlotte, N. C. 

Charlotte Liberty Mutual Life Insurance Co., Charlotte, N. C. 
Coastal Plain Life Insurance Co., Rocky Mount, N. C. 
Durham Life Insurance Co., Raleigh, N. C. 

Home Security Life Insurance Co., Durham, N. C. 
Jefferson Standard Life Insurance Co., Greensboro, N. C. 
Life Insurance Company of North Carolina, Kinston, N. C. 
Life Insurance Company of the South, Charlotte, N. C. 
North Carolina Mutual Life Insurance Co., Durham, N. C. 
Occidental Life Insurance Company of North Carolina, Raleigh, N. C. 
Pilot Life Insurance Co., Greensboro, N. C. 

Pyramid Life Insurance Co., Charlotte, N. C. 

Security Life & Trust Co., Winston-Salem, N. C. 

The Sentinel Life Insurance Co., Greenville, N. C. 

Skyland Life Insurance Co., Charlotte, N. C. 

Southern Heritage Life Insurance Co., Charlotte, N. C. 
Southern Life Insurance Co., Greensboro, N. C. 

State Capital Life Insurance Co., Raleigh, N. C. 
Sturdivant Life Insurance Co., North Wilkesboro, N. C. 
Sir Walter Raleigh Life Insurance Co., Charlotte, N. C. 
Twentieth Century Life Insurance Co., Greensboro, N., C. 
Winston Mutual Life Insurance Co., Winston-Salem, N. C. 


STATEMENT OF THE ASSOCIATION OF OKLAHOMA LIFE INSURANCE COMPANIES 


(Submitted by the committee on taxation, Oklahoma Association of Life Insur- 
ance Companies: Norman A. Morse, president, Home State Life, chairman ; 
Leonard H. Savage, president, Standard Life & Accident, member; John N, 
Singletary, president, Guarantee Life, member; James E. McDowell, president, 
Great Western Life, member ) 


This statement is made on behalf of the Oklahoma Association of life Insur- 
ance Companies, which has a membership of 20 companies. In common with life 
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companies in most of the States in the Southwest, mountain area, and South- 
east, the Oklahoma life companies are young and relatively small. The oldest 
domestic company in Oklahoma began business in 1909; the largest company has 
assets of $24,875,000 and insurance in force of $281,500,000. The viewpoint of 
this statement, therefore, is that of the small, younger company domiciled in an 
area that, prior to the financial reorganization and decentralization that fol. 
lowed the catastrophic depression of the thirties, was not privileged to have any 
substantial financial institutions of its own. 

At the present time, the life insurance industry is undergoing the greatest tran- 
sition in its history—a transition even greater than the one following the dis- 
closures of the Armstrong investigation in New York. Geographically, there is a 
shifting in the center of the industry. Of 100 companies in the Southwestern, 
mountain, and Pacific Coast States, only 1 is more than 50 years old; 26 are more 
than 25 years old; 24 are more than 15 years old; and 49 are less than 15 years 
old. (The States cited are Arizona, California, Colorado, Idaho, Montana, Ne- 
vada New Mexico, North Dakota, Oklahoma, Oregon, South Dakota, Utah, 
Washington, and Wyoming. ) 

In the last 2 years, 1956 and 1957, 12 young Oklahoma life companies, all less 
than 5 years old, suffered a net loss from operations of $1,508,623.38. 

The decision of the Congress on pending tax legislation will determine whether 
the 1,100 younger companies, mainly domiciled in 41 States, will continue in ex- 
istence, Or whether life insurance will become a monopoly of 15 or 20 giant 
corporations. 

This association expresses its opposition to the so-called total-income approach, 
also frequently called the Treasury plan. Without setting up a strawman to 
batter down, and distinguishing between many total-income approaches, some 
of them predicated upon formula, and the Treasury plan as it has been described 
in correspondence with the committees of Congress, we first address our criti- 
cism to the Treasury plan. 

No one outside the Treasury has ever contended that gains from operations 
plus Federal income taxes paid, equal actual profits of a life insurance company, 
In repeated decisions involving the mutualization of companies, State regulatory 
bodies, actuarial experts, and company management have concurred that this 
was not so. Obviously, the amount passed to surplus as operating gains varies 
with the reserve bases of companies, and the method of accounting in life com- 
panies, which is not a method chosen by the companies themselves, but enforced 
upon them by State law, is designed to test solvency and stability and not to 
disclose profits. 

While the Treasury approach, a copy of the plan that preceded 1921 and that 
proved wholly unproductive and unsatisfactory to the Treasury, is the feeblest 
possible total-income approach, all such approaches have one basic inadequacy. 
The test of taxable income becomes a wholly subjective one, because manage- 
ment must determine what reserves and surplus are necessary to preserve the 
solvency of the institution. It is significant that most of the drafts of total- 
income-approach measures that have been submitted provide for surplus or con- 
tingency fund exemptions to some degree, wholly at the discretion of the man- 
agement, that would result in the payment of taxes to the Federal Government 
being determined by the board of directors of the life companies in the same 
fashion that they determine their annual contributions to civil philanthrophies. 

It is significant that all of these total-income plans carry a section that pro- 
vides that the tax shall not be substantially less than that which would be ar- 
rived at by application of one or another investment-income formula. 

It is our contention that, except for a saving section to preserve the solvency 
of companies that might not be earning sufficient interest to meet reserve re- 
quirements, and the necessary exemptions for very young companies in their 
first 10 years of business, there should not be alternatives and no dual system 
of taxation. 

This association recognizes the peculiar problems presented by term insur- 
ance of all kinds, whether individual credit, standard term, or group, as well 
as the peculiar problems of the pension plans, both group and administered 
fund, handled by life companies. 

However, we point out that most of the profits earned in the field of individual 
credit are earned by captive companies, and that the Treasury has already ade- 
quate means of dealing with this problem. While it may be that pension funds 
in the life insurance industry are somewhat inadequately taxed, as is evidenced 
by the fact that the operating gains, which, while not measuring profits in most 
instances, bear a relationship to the profits from specific items of business, from 
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this source exceed vastly the operating gains from any other item in relation- 
ship to reserves retained * for companies heavily in this field. 

While transiently credit life and pensions possibly shift some of their burden. 
of taxation to other items, this association does not believe that it is practical 
to endeavor to break down the life insurance industry into each of its com- 
ponent parts and fix 20 or 30 different formulas. 

The investment-income approach has proven generally satisfactory, in spite 
of periodical criticism from the Treasury, which advocated it initially in 1921 
because the total-income approach “went off the board” and produced no rev- 
enue. While the 1921 measure had constitutional defects, and the 1942 measure 
was predicated upon an erroneous theory that investment income was the sole 
source of profits for life companies, the 1951 stopgap and the present Mills Act 
have been generally fair and will always produce revenue closely related to the 
actual profits of the industry. 

Actually, such profits are produced approximately upon a company-by-com- 
pany basis, because rates, operating costs, and profits per unit are about the 
same throughout the industry, as Treasury and industry experts in the field 
have concurred in repeated hearings upon previous tax plans. 

The present Mills Act of 1956 is an excellent piece of legislation. It is the 
best that has been produced so far. No doubt, time will point to necessary 
changes, but it deserves to be made permanent. 

The formula embodied in the act probably needs some readjustment. It 
would be desirable, in view of changes in the industry, to reduce slightly the 
level of taxation upon very small companies. The total yield from the tax on 
an industrywide basis should be increased about 18 percent, on a basis of fig- 
ures for 1955, 1956, and 1957. It is possible that this may represent too great 
an increase if there are major changes in the national economy, but in the fore- 
seeable future a scale such as has been repeatedly advocated by many com- 
panies of reductions of 90 percent on the first $250,000 investment income, 85 
percent on the next $1,000,000 investment income, and 82 percent on investment 
income above $1,250,000 would not be oppressive within the framework of the 
act of 1956. 


STATEMENT OF THE AMERICAN FARM BUREAU FEDERATION TO THE House Ways 
AND MEANS COMMITTEE CONCERNING TAXATION OF LIFE INSURANCE COMPANIES 


(Submitted by Charles B. Shuman, president ) 


We appreciate the opportunity to submit our views on the subject of taxation 
of life insurance companies now under consideration by the Subcommittee on 
Internal Revenue Taxation. 

The American Farm Bureau Federation has a real interest in this subject 
because Farm Bureau has for years recognized the economic and social need 
for life insurance protection for its members. At the present time there are 
43 State farm bureaus that have Farm Bureau affiliated life insurance com- 
panies, representing some 500,000 policyholders, with over $2 billion of life 
insurance in force. All but one of these companies originally sponsored by 
Farm Bureau are stock companies. The initial capital required to organize 
these companies was furnished by Farm Bureau members. Most of these com- 
panies have been operating for less than 15 years. We are naturally interested 
in seeing that no changes are made in the method of taxing these companies 
which would weaken their capacity to provide Farm Bureau members with life 
insurance protection at the lowest possible net cost commensurate with seund 
insurance principles and management. 

The American Farm Bureau Federation also has an interest in a healthy life 
insurance industry. Most of our members are policvholders of some life insur- 
ance company, many having purchased policies from non-Farm Bureau life 
insurance companies prior to the time that their own companies were organized. 
Since each farm family normally has several policies in force on one or more 
members of the family, our membership of 1,587,812 farm and ranch families 
represents several million life insurance policies in force. 

The American Farm Bureau Federation favors an equitable and just tax 
for life insurance companies. The proposed total income basis for taxation 
of life insurance companies was used at one time and discarded. It was found 


1 Reports of Equitable Life Assurance Society and John Hancock Mutual Life Insurance 
Co.. Best’s Reports, 1956, 1957, 1958 editions. 
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unworkable. We know of no reason why the proposed total income tax method 
would bring forth any different results today. Congress and the industry have 
agreed for the past 30 years upon the investment income method as a fair and 
just approach to the taxation of life insurance companies. We know of no 
reason why the investment income method should not be continued. 

The American Farm Bureau Federation believes that life insurance companies 
should have sound reserves and adequate surpluses for the protection of their 
policyholders. A life insurance contract represents a long-term obligation. 
Mortality and expense experience vary from year to year. To protect the 
savings of a policyholder, it is necessary that the amounts accumulated on a 
short-term basis be held in reserve to guarantee their future interests. The 
reserves and surplus retained in life insurance companies are for the primary 
protection of the policyholder. The position of the stockholders, if any, is 
secondary. When surpluses are distributed as dividends to stockholders, they 
are then subject to tax. We believe that the investment income method is the 
most equitable and just way for the taxation of life insurance companies. 

We are greatly concerned about any change in internal revenue laws which 
would result in a further taxation of life insurance savings. Money in life 
insurance is savings for the future. Therefore, any taxation of life insurance 
is, in effect, a taxation of individual savings. A tax on the total income of 
life insurance companies would increase the cost of insurance unduly and 
thereby discourage people from saving through life insurance. 

To illustrate the effect of the taxation on life insurance, consider the case of 
Bill Jones, an average farm operator, who is married, has two children, and has 
an average annual net income of $2,232. Although he has difficulty at times 
making ends meet, he does manage to save a modest amount from his earnings 
to buy life insurance. It is a sacrifice for him, but he wants to protect his wife 
and children. In the event of his death, his insurance would pay to his family 
an amount equal to a little more than 1 year’s income. This, together with 
social security, would afford his family some protection. Taxes levied on his 
life insurance company are borne by Bill Jones, the policyholder. There is 
nobody else to pay them so he either pays an increased cost for his insurance or 
takes out a smaller amount of insurance for his family’s protection. The State 
government exacts 2 percent of his premium immediately, in the form of a 
premium tax. He pays this tax merely for the privilege of saving his own 
money for the protection of his family. This tax has no counterpart in the 
case of any other thrift institution. In addition to this, Bill Jones, policyholder, 
is taxed through his company by the Federal Government. Under the present 
law this exacts an additional 2 percent of his savings. Based on the $2 billion 
of life insurance in force in farm bureau life insurance companies alone, the 
taxes paid last year to the State and Federal Governments would have pur- 
chased an additional $80 million of ordinary life insurance for widows, orphans, 
and other beneficiaries. This reduction in protection to beneficiaries does not 
stop at the purchase level of life insurance. Other taxes continue to reduce the 
beneficiary’s income after the death of the policyholder. 

Our position in regard to taxation of life insurance companies is based on 
the great economic and social benefit flowing from personal thrift through life 
insurance. It might be peinted out that even the Socialist Government in Great 
Britain recognized this fundamental principle by not altering its tax structure 
of life insurance companies. 

Prior to my being elected president of the American Farm Bureau Federation, 
I had the privilege of serving as president of the Illinois Agricultural Association, 
our member State organization in Illinois, and also as president of the Country 
Life Insurance Co., an affiliate of the Illinois Agricultural Association. I know 
from my personal experience that this subject is of vital importance to our mem- 
ber State farm bureaus and their affiliated life insurance companies. For exam- 
ple, in Illinois alone there are some 290,000 policies, with insurance totaling 
$811,411,525, in force at the present time. 

The American Farm Bureau Federation presented a statement to the House 
Ways and Means Committee on January 8, 1958, relative to the subject of general 
tax revision. This statement contained the highlights of our policies on monetary 
and fiscal matters as adopted last December by the elected voting delegates of 
the member State farm bureaus at the 39th annual meeting of the American Farm 
Bureau Federation. The 40th annual meeting of this organization will be held 
this December, at which time a review will be made of existing Farm Bureau 
policies. In the event there is any change in our current policies relative to this 
subject, we would like to reserve the privilege of filing a supplemental statement 
with the committee following our annual meeting. 
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CONCLUSION 


The American Farm Bureau Federation respectfully recommends that the 
committee give favorable consideration to the continuation of the investment 
income method as being the most equitable and just way for the taxation of life 
insurance companies. 


STATEMENT OF JACK VAUGHN, PRESIDENT, SPARTAN NATIONAL LIFE INSURANCE 
’ . 
Co., Dauias, TEX. 


The Spartan National Life Insurance Co., is a stock company which operates 
only within the State of Texas. By comparison with the giants in the insurance 
industry, several of which have billions of dollars of insurance in force, Spartan 
is an extremely small company, having only approximately $6 million of life 
insurance in force at the present time. It is also a young company, having been 
in existence only since 1954, and like many other small companies, is constantly 
faced with an uphill struggle for survival competing with the Goliaths of the 
industry. 

To begin with I submit that neither the total income nor the investment 
income taxing formulas as proposed would reach a truly equitable tax result 
for all life insurance companies, particularly small companies. However, of 
the two proposed methods of taxation, by far the fairer one is the one which 
imposes the tax on the net investment income of the company. This is so since 
the total income approach would in part tax premiums paid by policyholders, 
which are in reality payments to the insurance company primarily to develop 
the reserves necessary to pay the policies on maturity and to provide for 
contingencies. 

Of utmost importance, however, is the need for special consideration and 
special treatment for small life insurance companies. In this connection it is 
important to remember that all life insurance policies, although written by 
various companies, are basically the same. Therefore, probably the principal 
way life insurance companies compete and try to attract more business and 
therefore grow is by reducing premiums. Unfortunately, most smaller com- 
panies cannot meet rate reduction competition from the larger companies be- 
cause of the squeeze they find themselves in from low revenues, the requirement 
for higher reserves on their old business and the need to provide for the special 
risks to which small companies are-peculiarly susceptible. 

Considering further the problems of low revenues and high reserve require- 
ments, it should be noted that among all United States life insurance companies 
the average ratio of assets owned by companies to the insurance in force is 
approximately 22 percent. In other words, the life insurance companies have 
only $22 worth of assets at the moment for every $100 worth of life insurance 
they will ultimately have to pay out in proceeds. Also, according to the figures 
from the Spectator Year Book and the Institute of Life Insurance, only 3 percent 
of life insurance company assets are invested in common stock, whereas 35 
percent is invested in mortgages, 7 percent in United States Government securi- 
ties and the balance in other conservative investments. As a result, life insur- 
ance companies generally obtain a very low rate of return from their investment 
portfolios. 

Small companies particularly are squeezed between slow growth and the need 
for reserves to provide for possible death claim experience which deviates from 
the mortality tables. A small young life insurance company in particular is in an 
adverse position because, unless it is extremely successful, it will almost always 
sustain a loss for its first 10 years as a result of the high first-year cost of writing 
insurance. Coupled with this is the added problem that during periods of infla- 
tion, such as we have recently experienced, the overhead expenses increase much 
faster than investment gains so that the companies are in a further squeeze 
since almost all premiums are fixed amounts continuing throughout the life of 
the policy. 

Because of these factors and especially because of the possibility, in the case 
of the smaller companies, that the reserves established pursuant to the present 
Commissioners Standard Ordinary Table of Mortality could prove to be consider- 
ably lower than the actual losses sustained, a special and substantial annual 
deduction should be allowed to permit small and young life insurance companies 
to provide for such a contingency. Such a deduction would help the smaller 
companies to save the amount of money necessary to protect themselves against 
the special risks to which they are subject. 
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In conclusion, if a permanent method of taxation of life insurance companies 
is to be adopted, I urge that you adopt the more equitable formula, that is, the 
formula based on investment income only, rather than one which includes in 
taxable incomes the premiums paid by policyholders. In addition, I urge that 
particular attention be paid to the treatment of young and small companies 
which, in their growth process, are subjected to special hazards, 

It should always be remembered that life insurance companies are completely 
different from conventional corporations, both in their operations and in their 
service to the public. Therefore, the philosophy and considerations behind the 
taxation of conventional corporations should not apply to life insurance com- 
panies. Furthermore, life insurance companies are already overburdened by 
taxes imposed by the various States within which they operate. I commend these 
facts to your consideration in working out any new formula for taxing life 
insurance companies. 





To the Honorable Subcommittee on Life Insurance Taxation of the Committee 
on Ways and Means of the House of Representatives: 

This statement is submitted on behalf of the Life & Casualty Insurance Com- 
pany of Tennessee. We did not request an opportunity to testify in the current 
hearings for the reason that we felt that other representatives from the insur- 
ance industry would adequately cover the area under study. 

However, in view of certain of the testimony that has been introduced, we 
deem it proper that we submit this brief statement which is addressed to one 
particular facet of the problem. 

At the outset we wish to state that the Mills bill as drafted by this 
committee in 1954 represents in our judgment the fair and proper approach to 
the taxation of life insurance companies. The following sentences taken from 
the statement recently signed by life insurance companies domesticated in Ten- 
nessee (including this company) accurately summarizes our view : 

“We favor the reenactment of the Mills bill as a permanent formula for the 
taxation of life insurance companies. We recognize that certain modifications 
within the general framework of this bill might be indicated * * *. In submit- 
ting this statement we urge no particular level of taxation. The level deemed 
proper by Congress can be met under the Millslaw * * *.” 

While we urge the net investment income approach, particularly as repre- 
sented by the Mills bill, we emphatically oppose the incorporation into this 
approach of a floor such as has been mentioned in certain testimony introduced 
before the subcommittee. This floor to which we have reference is predicated 
upon dividends paid to stockholders. Such type of floor was proposed by some 
of the insurance industry at about the time of the 1954 hearings. We registered 
our protest thereto at that time, and we again register our emphatic protest to 
such a floor. Its more obvious infirmities are as follows: 

1. The chief difficulty, as we see it, in the taxation of life insurance companies 
lies in properly arriving at the profits of a life insurance company. Cash 
dividends paid to stockholders in no way measure the profits of a life insurance 
company or of any other business corporation. It does not define net income 
and accordingly is not a logical concept of taxable income. An insurance com- 
pany which pays a certain sum in cash to its stockholders has earned no more, 
and no less, than an insurance company whose board of directors conclude to use 
the same sum out of earnings to increase surplus and/or reserves. In short, 
dividends paid to stockholders defines nothing except the cash dividends that 
the directors decide to pay to stockholders. 

2. An income tax founded on cash dividends paid to stockholders is an illog- 
ical concept which has no counterpart in the income-tax laws of this country. It 
permits the taxpayer to determine the amount of its income tax in a given year 
regardless of the net income of the taxpayer in that year. Any tax formula based 
on this conception cannot have a permanent place in our income-tax laws. 

3. The amount of cash dividends paid to stockholders in any year is a pre- 
rogative of management and if such cash dividends paid may become an alter- 
native tax base by reason of some floor predicated thereon, it is obvious that 
management may, and doubtless will, undertake to escape the effects of such a 
floor by change in dividend policy. 

4. Insofar as a company is taxed under such a floor, it is in effect paying an 
excise tax upon the act of paying dividends, which act in other areas of the law 
is encouraged rather than penalized. 
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A floor based upon dividends to stockholders would produce only a very small 
amount of additional taxes in relation to the total amount of income taxes paid 
by the life-insurance industry. The chief purpose of the so-called floor, as we 
understand such purpose, is to bring within the life insurance tax law certain 
operations which would otherwise largely escape its effect, namely, credit insur- 
ance companies and investment companies masquerading as life insurance com- 
panies. Obviously this gap in the law must be closed, even though it represents 
an almost infinitesimal part of the total picture. We insist, however, that the 
proper way to solve this problem is by including in the law a definition of life 
insurance companies which would “define out” such operations. This is not 
the first time that such definition has been suggested. Our company and certain 
other companies have urged this as a fair and logical approach to the problem, 
and it has been suggested in these hearings. We fear that the reason for the 
advocacy in certain quarters of the industry of the floor is simply that it adversely 
affects only a relatively small segment of the industry (including none of those 
advocating such alternative approach) and represents a quick, easy expedient 
to solve the problem of the purely credit and investment companies. We urge 
that the Treasury or industry staff, with complete data on all companies avail- 
able to it, can devise the definition which we urge, thereby solving the problem 
and at the same time treating orthodox life insurance company operations with 
fairness. 

Accordingly we respectfully urge that a floor geared to such a nondefinitive 
standard as cash dividends to stockholders would be basically unsound in prin- 
ciple, and necessarily discriminatory in application. 

Finally, if it should be determined by this subcommittee that it cannot adopt 
the principle of the net investment income formula without a floor, then it is our 
opinion that the general principle of the formula most recently suggested by the 
Treasury is immeasurably more equitable and sound. 

Respectfully submitted. 

GUILFORD DUDLEY, Jr, President. 


METROPOLITAN POLICE RELIEF ASSOCIATION, 
Washington, D. C., November 21, 1958. 
Hon. WILBUR MILLS, 
Chairman, Committee on Ways and Means, 
House of Representatives. 

DEAR Sir: This letter is written to bring to the attention of your committee, 
during your study of methods to use in applying taxes to the life-insurance busi- 
ness in the United States, that there are many organizations such as ours that 
may be seriously involved in the final outcome of your deliberations. 

We have always been afforded every consideration by the Internal Revenue 
Service, United States Treasury Department, and our accountant files the report 
required each year by them. We have never thus far been called upon to pay 
any tax upon our investment income, and I am sure this results from proper 
interpretation of existing statutes. Our return for the year 1957 on Form No. 990, 
Return of Organization Exempt From Income Tax, cites section 501 (c) (other 
than subsec. 3) of Internal Revenue Code of 1954, 101 (8). 

Our investment income, other than interest on Treasurer of United States 
bonds and dividends on a small amount of building and loan investments, totals 
$313,913.29 for the 8 years from 1950 to 1957, inclusive; and divided into capital 
gains, $167,085.46; dividends and interest on commercial bonds, $146,827.83. The 
average is $18,353.48 for dividends and interest and $20,885.68 for capital gains, 
or a total of $39,239.16 per year. 

While the above amounts seem large in the aggregate, we have about arrived 
where our assets equal the amount paid in dues by all our active members. Our 
consulting actuary, Mr. Robert J. Myers, has made two studies of our association 
and reports we should meet all obligations as they arise provided our investment 
income in the future remains as good as in the past. 

We have two classes of members, the first being composed of employees of the 
Metropolitan Police Department, civilian as well as law enforcement, who pay 
dues of $24 per year and become paid-up members after 30 years of continuous 
payment of dues, or a total of $720, and their death benefit is $1,500; the second 
being composed of the wives of members of the association—but not husbands of 
female members—who pay $12 per year dues and become paid-up members after 
30 years of continuous payment of dues, or a total of $360, and their death benefit 
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is $750. Benefits are paid immediately to the beneficiary upon death of a mem- 
ber, and under our bylaws a member is not free to select a beneficiary other than 
as outlined. 

We have never considered ourselves to be in the insurance business, but merely 
a mutual death-benefit association; but a decision by the District Court of the 
United States for the District of Columbia in the case of Jordan v. Navy Mutual 
Aid Association apparently creates a doubt about our status. This despite the 
fact we originated on November 26, 1869, and have been in continuous existence 
since that time and with our members located in every State. 

While it is a fact that United States group life insurance offered to take over 
our association, our more than 3,000 members voted overwhelmingly to decline the 
offer. The reason most frequently advanced being the delay in payment of bene- 
fits and the chance of being dropped from membership if dues were not paid 
promptly. Our association has never dropped a member because of financial 
embarrassment and has never lost dues because of an extension of time in order 
to enable them to catch up. ; 

It is also a fact the House of Representatives passed a bill to grant our asso- 
ciation a charter but it was never reported out by the Committee on the District 
of Columbia, United States Senate, apparently because of opposition by the 
National and Local Association of Underwriters. 

There are similar associations in practically every large police department 
throughout the United States, as well as other employee groups and fraternal 
organizations. How many of such have turned to investment programs to main- 
tain financial solvency is not known. From 1920 to 1940 our deficits were met 
by an annual affair held on Labor Day but subsequent to 1940 we were pro- 
hibited from selling tickets to the public. When interest rates on United States 
Government bonds declined we found our assets declining and turned to an in- 
vestment program as the only solution. 

We very much doubt the officials of the United States Treasury Department 
are concerned about investment income from organizations such as ours and it 
is our prayer to your committee that during your deliberations on the problem 
at hand that you keep all organizations such as ours in mind. When you have 
concluded your labors we hope that you will not have found it necessary to add 
to our problems of continued existence and that we will still be able to give 
prompt relief at the moment that it is needed the most. 


Sincerely, 
CLARENCE H. Lutz, 


Deputy Chief of Police (retired), 
President and Chairman of the Investment Committee. 


NATIONAL INSURANCE ASSOCIATION, INC., 
Durham, N. C., November 21, 1958. 
Mr. Leo IrRwIn, 
Clerk, House Ways and Means Committee, 
House Office Building, Washington, D. C. 

Dear Mr. Irwin: Attached are three copies of a resolution, which was 
adopted on November 14, 1958, at a meeting of the executive committee of the 
National Insurance Association. 

As secretary of the association, I was instructed to forward this resolution to 
your attention to become a part of the proceedings of the current hearing. 

Also attached are three lists of the member companies of our association. 


Sincerely yours, 
W. A. CLEMENT, Secretary. 


RESOLUTION ADOPTED ON NOVEMBER 14, 1958, aT A MEETING OF THE EXECUTIVE 
COMMITTEE OF THE NATIONAL INSURANCE ASSOCIATION 


“Whereas the present basis of taxation for life insurance companies in the 
United States by the Federal Government recognizes the fact that premiums 
received by life insurance companies are not income in the same sense as the 
income of a regular commercial corporation but rather are deposits creating a 
liability ; and 

“Whereas the real income of a life insurance company is its investment 
income, a large part of which is required to enable the company to meet lia- 


bilities ; and 
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“Whereas the total income approach for taxing life insurance companies which 
was in use prior to 1921, because it did not recognize the fundamental nature 
of the life insurance business, proved to be very unsatisfactory and led to wide 
fluctuations in the amounts of taxes collected from year to year: Be it 

“Resolved, That this association hereby makes known its support of the net 
investment income approach to the Federal income tax problem; and be it 
further 

“Resolved, That it be brought to the attention of the proper congressional 
committees the attitude of this association.” 

The undersigned, duly elected secretary of the National Insurance Associa- 
tion, does hereby certify that the foregoing is a true and correct copy of a 
resolution unanimously adopted on November 14, 1958, at a meeting of the 
executive committee of the association held in Chicago, Ill. 

W. A. CLEMENT. 
MEMBER COMPANIES 


Afro-American Life Insurance Co., Jacksonville, Fla. 
American Woodmen, The Supreme Camp, Denver, Colo. 
Atlanta Life Insvrance Co., Atlanta, Ga. 

seneficial Life Insurance Society, Detroit, Mich. 

3enevolent Life Insurance Co., Inc., Shreveport, La. 
Booker T. Washington Insurance Co., Birmingham, Ala. 
Bradford’s Industrial Insurance Co., Birmingham, Ala. 
Central Life Insurance Company of Florida, Tampa, Fla. 
Chicago Metropolitan Mutual Assurance Co., Chicago, Ill. 
Christian Benevolent Burial Association, Inc., Mobile, Ala. 
Crusader Life Insurance Co., Kansas City, Kans. 

Detroit Metropolitan Mutual Assurance Co., Detroit, Mich. 
Domestic Life Insurance Co., Louisville, Ky. 
Douglass Life Insurance Co., New Orleans, La. 
Federal Life Insurance Co., Washington, D. C. 
Fireside Mutual Insurance Co., Columbus, Ohio. 
Gertrude Geddes Willis Life Insurance Co., New Orleans, La. 
Golden Circle Life Insurance Co., Brownsville, Tenn. 
Golden State Mutual Life Insurance Co., Los Angeles, Calif . 
Good Citizens Life Insurance Co., New Orleans, La. 
Great Lakes Mutual Life Insurance Co., Detroit, Mich. 
Guaranty Life Insurance Co., Savannah, Ga. 
Keystone Life Insurance Co., New Orleans, La. 
Lincoln Industrial Insurance Co., Birmingham, Ala. 
Louisiana Life Insurance Co., New Orleans, La. 
Mammoth Life & Accident Insurance Co., Louisville, Ky. 
National Service Industrial Life Insurance Co., New Orleans, La. 
North Carolina Mutual Life Insurance Co., Durham, N. C. 
Peoples’ Insurance Co., Inc., Mobile, Ala. 
People’s Life Insurance Company of Louisiana, New Orleans, La. 
Pilgrim Health & Life Insurance Co., Augusta, Ga. 
Pilot Mutual Insurance Society, Inc., Cleveland, Ohio. 
Progressive Industrial Insurance Co., New Orleans, La. 
Protective Industrial Insurance Company of Alabama, Birmingham, Ala. 
Provident Home Industrial Mutual Life Insurance Co., Philadelphia, Pa. 
Pyramid Life & Accident Insurance Co., New Orleans, La. 
Richmond Beneficial Insurance Co., Richmond, Va. 
Security Life Insurance Co., Jackson, Miss. 
Southern Aid Life Insurance Co., Inc., Richmond, Va. 
Southern Life Insurance Co., Baltimore, Md. 
Standard Life Insurance Company of Louisiana, New Orleans, La. 
Supreme Industrial Life Insurance Co., New Orleans, La. 
Supreme Liberty Life Insurance Co., Chicago, I11. 
Union Mutual Life, Health & Accident Insurance Co., Philadelphia, Pa. 
Union Protective Assurance Co., Memphis, Tenn. 
United Mutual Life Insurance Co., New York, N. Y. 
Unity Burial & Life Insurance Co., Mobile, Ala. 
Unity Mutual Life Insurance Co., Chicago, Tl. 
Universal Life Insurance Co., Memphis, Tenn. 
Victory Mutual Life Insurance Co., Chicago, II1. 
Virginia Mutual Benefit Life Insurance Co., Richmond, Va. 
Winston Mutual Life Insurance Co., Winston-Salem, N. C. 
Wright Mutual Insurance Co., Detroit, Mich. 
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ASSOCIATIONS 7 

Akron Insurance Council, Akron, Ohio. : ha 
Chicago Insurance Association, Chicago, Ill. I 
Detroit Council of Insurance Executives, Detroit, Mich. sar 
Insurance Managers Association of District of Columbia, Washington, D. C. hav 
Maryland Managers’ Association, Baltimore, Md. cire 
South Carolina Insurance Association, Sumter, S. C. I 
The Insurance Managers Council of Cleveland, Cleveland, Ohio. enc 
Underwriters’ Association of Maryland, Baltimore, Md. mitt 
fror 


STATEMENT BY EpWARD B,. BENJAMIN 


Although there may be clear and cogent reasons for restricting the right 


of a taxpayer to deduct interest paid on insurance loans, to purchase or carry [Rep 
life insurance, it would appear a great injustice to remove the right to deduct 
such interest where loans are made for ordinary business reasons. 
In the case of interest paid upon loans to purchase or carry single premium 
life insurance policies, and likewise in cases where interest is paid upon loans 
regularly made for the purpose of financing the payment of annual premiums 
as each becomes due, there may be need for corrective legislature to prevent : Doe 
unintended tax benefits. al 
However, many insurance loans are made for purely business reasons, and dc 
not as part of any device for converting nondeductible premium payments into ‘ Te 
deductible interest payments. In such cases, where there is no relationship ay 
between the interest expense incurred and the settlement of premium pay- } If 
ments, it would appear manifestly unjust to differentiate between loans se- : may 
cured by life insurance, and those secured by any other form of tangible or | mav 
intangible collateral. | than 
To make such a distinction would, in my opinion, work a serious injustice As 
adversely affecting the status of life insurance as an investment in comparison buyi 
with other investment media; would unjustly penalize existing owners of life the 1 
insurance; and would impede the normal expansion and contraction of credit Ty 
based upon life insurance values. ance 
For the above reasons, it is respectfully suggested that this committee disap- “Ave 
prove any amendments to existing tax laws which would remove the right of Te 
a taxpayer to deduct interest payments on life insurance loans which are not the 1 
made for the purpose of purchasing or carrying such insurance. tell 
ber tf 
ond, 
MANAGEMENT SERVICE ror Doctors, who 
Waco, Texr., September 23, 1958. Stanc 
CLERK, COMMITTEE ON WAYS AND MEANS, W! 
House Office Building, Washington, D. C. for o 
GENTLEMEN: I submit my statement for the record on hearings on life in- wT. 
surance taxation to start November 17, 1950. acne 
I firmly believe at least stock life insurance companies should keep a separate ? 
breakdown on the reserves for pure protection against reserves for policyholders 
investments (cash values) ; then income on all earnings on the latter be taxed On 
the same as banks. ing t 
The 1955 hearings under the Honorable Senator Kerr brought out the tax $10,01 
advantage stock insurance companies receive. Due to complexities of re- to me 
serves and the theory of public welfare, the presentation of the Internal Revenue basis. 
Service’s representative was then overshadowed. To 
Some of the national advertising of the Life Underwriters Institute indi- help. 
cates that inflation has and will undermine the value of life insurance as an actua 
investment. The fight by one of the largest insurance companies for variable able t 
annuities confirm my studied opinion that present life insurance as an invest- Ass 
ment deserves no more credit for public welfare than banks, General Motors, $100 | 
United States Steel, ete. Thus only the complexities of computing the tax | eould 
on earnings by life insurance investments need be in the way of changed tax those 
laws for true public benefit. I am confident the Internal Revenue Service costs. 
can show how to overcome these complexities should the hearing so indicate The 
they should. puttir 


of ope 





TAXATION OF THE INCOME OF LIFE INSURANCE COMPANIES 465 


There are many more reasons why stock life insurance companies. should 
be taxed as other corporations than there are reasons why they should not 
be. 

I have not the reserve income to apply my time in an appearance with neces- 
sary facts nor any personal gain to achieve as the lobbyists of life insurance 
have, so please accept this written statement as the best I can submit under the 
circumstances. 

I do enclose copies of an article on life insurance policies which with refer- 
ences included in it that may be beneficial to some members of the subcom- 
mittee who may not have had time to hear of life insurance facts other than 
from their personal agents. 

Sincerely yours, 
WILLIAM R. Hunt. 


os 


[Reprint of a scientific article from GP, published by the American Academy of General 
Practice ] 


WHat Is YouR INSURANCE QUOTIENT? 
By William R. Hunt 


Doctors should study the fine points of life insurance programs. This article, 
authored by the administrative head of a Waco, Tex., management service for 
doctors, is in part a rebuttal of a special feature entitled “Avoid ‘Chronic 
Termititis—In Insurance.” The article, written by Mr. Raleigh E. Ross, 
appeared in the April 1955 issue of GP-——-Publisher. 


If you say, “My agent has me all set up,” or “I’m insurance poor now,” you 
may well profit from a better understanding of the life insurance field. You 
may pay out more for life insurance through the years and know less about it 
than about any of your other business transactions. 

As Kiplinger’s Changing Times sums it up, “The vast bulk of the insurance- 
buying public neither kuows nor cares about the fine points but is anxious to get 
the most value from its insurance dollars.” 

This article points out some of the fundamental guides in choosing life insur- 
ance and also raises certain questions prompted by an earlier GP article entitled 
“Avoid ‘Chronic Termititis’-—In Insurance.” 

Too many people expect their friendly insurance agents to see that they get 
the most value from the premiums they pay. But would you let your car dealer 
tell you which car to buy? When considering life insurance, it is well to remem- 
ber that a businessman necessarily considers profit first, the public welfare sec- 
ond. In the business world, including the life insurance field, there are those 
who prey on good faith and friendliness. Consequently, it’s important to under- 
stand the fundamentals of insurace. 

Wisdom in life insurance does not come as easily as learning the going rate 
for office space, prices of supplies and equipment, or a good buy in a car. How- 
ever, all life insurance has relatively simple bases. 

Let’s see what three assumed groups would do if there weren’t any life insur- 
ance agents around. 

GROUP A—BASIC INSURANCE 


One thousand men at age 35 estimated that 10 of their number would die dur- 
ing the year and all agreed that the wife of each of the deceased should receive 
$10,000. They each chipped in $100 at the first of the year, or a total of $100,000 
to meet the expected mortality rate. That is pure life insurance on an annual 
basis. 

To continue this plan in the future, however, the group needed administrative 
help. This meant that everyone had to pay in an amount above and beyond 
actual mortality costs. With each passing year, more died leaving fewer avail- 
able to spread expenses and premiums went up as the group grew older. 

Assuming that the 10 deaths occurred 7 months from the date each paid his 
$100 premium, there was $100,000 to earn interest for 7 months. This interest 
could be a dividend. Other dividends would come from any money saved by 
those living a year or more than expected and from any saving in administrative 
costs. 

The group decided to average out mortality costs over 10 years, ending up 
putting in about $150 a year and agreeing to divide the excess after a few years 
of operation. This is 10-year term insurance. 
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A group like this, which finances its costs and receives the dividends, is a 
mutual insurance organization. A stock insurance organization is one financed 
by another incorporated group which receives the dividends. 

The insuring group then agreed that at the end of each 10 years, up to age 65, 
the remaining parties would continue the plan regardless of their health at that 
time. This is renewable term insurance to age 65. 


GROUP B-——LEVEL PREMIUMS 


Another group decided to take out renewable term insurance to age 65 but added 
the idea of averaging the premiums for the entire period, a type of insurance 
called level premium term to age 65. This group would pay more in the earlier 
years than group A but less in later years. The total to age 65 would be the 
same in both groups. 

GROUP C—EXTRA INVESTMENT 


The third group did the same as group B but paid in more each year to be 
invested in bonds or real estate so that if they lived they would have this in- 
vestment and earnings at age 65. With premiums averaged as in group B, this 
type of insurance is endowment at 65. 


GROUP D—COMBINATION 


This group wanted to combine term and endowment but wanted to decrease 
their protection as their children grew up. They put in a set amount each year, 
and as mortality costs went up, the payments to beneficiaries went down. This 
is commonly called family income with endowment to age 65. 

There are many other combinations, but basically there are only two types of 
life insurance, term and endowment. 


SOME TERMS TO LEARN 


You ask what is ordinary life or whole life? It is endowment at about age 100. 
What is 20-pay life? It is endowment at about age 100 with premiums condensed 
in the first 20 years of the policy. 

Here are some other terms from life insurance jargon: 

Face value: Amount paid to beneficiaries in event of death? 

Cash value: Amount available to policyholder if living. 

Paid up insurance: Face value in dollars available for life if endowment- 
type premiums are dropped. 

Extended term insurance: Period of time policy face value remains if endow- 
ment-type premiums are dropped. 

The other options in policies pertain to how you want the face or cash value 
paid out in the event you don’t want the lump sum paid at one time. Basically 
these are combinations of spreading out the repayment of the principal sum and 
the interest earned on the remainder of the principal. It’s somewhat the reverse 
of a house mortgage. 

The insurance companies also offer payments guaranteed for life. This brings 
in the mortality rates again, with the companies figuring on averages, knowing 
that with volume they can’t lose. 


WAYS TO PROFIT 


Any time the companies beat the mortality averages, they make money for their 
stockholders or policyholders. In addition, a policy held a few years on a level 
premium basis means a profit to the company if dropped. Of course, a cash value 
built up, but not paid because of death of the policyholder, again makes money for 
the company. Thus, good insurance company stock can become a good invest- 
ment because of profit from the policyholder’s money. If a company pays the 
policyholder 3 percent or less on his endowment money but earns 4 percent or 
more on taking mortgages, more profit comes in. 

A comparison of the premium and distribution of profit to a policyholder of 
stock and mutual companies is as follows on a $5,000 10-year renewable term 
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policy at age 31. A $5,000 5-year renewable term policy for veterans is also 
shown to indicate its savings on actual mortality and administrative costs. 
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TERM INSURANCE ISSUE 


Mr. Ross’ article, “Avoid ‘Chronic Termititis’-—In Insurance” (p. 131, April 
1955, GP) pointed out one term policy that did not appear to be a good buy. 
This article, however, presents only part of the life insurance picture. Analysis 
of the presentation prompts several questions. 

Declaring that term protection is usually the most costly type of insurance 
when carried over a period of years. Mr. Ross presented comparative costs as 
they might occur in average cases—for doctors A and B. 

These two doctors had diverged in the insurance roads they selected, doctor 
A buying from a large eastern company a $10,000 policy that would provide maxi- 
mum premium protection at lowest annual outlay, called adjustable whole life. 
Doctor B bought $10,000 20-year term from the same company, reasoning that 
“Even when I can afford to pay more, I’m not going to do it. Maybe I’ll save 
the difference, or invest it, or we can spend it without any trouble.” 

An examination of their situation in 1975 with regard to these two policies 
selected in 1955, according to Mr. Ross’ statement, showed that doctor A had 
$10,000 protection for an average cost of $2.58 a year and that doctor B, with 
his term insurance, had the same amount of protection for a net cost of $61.66 a 
year. During the period, doctor A had paid in $3,151.60 and had earned $3,100 
cash value, previously defined as the amount available to the policyholder if 
living ; and doctor B had paid in $1,323 and had earned no cash value. 


ON FURTHER ANALYSIS 


If one were to analyze the presentation, these questions could be raised: 

1. What would doctor B have if he put the dollar outlay into other investments 
equal to dollars used by doctor A? He might be better off than doctor A if living 
and would definitely give much more to his family in event of his death. 

2. What happens to the cash value that doctor A built up by excess premiums 
in event of death? Actually, doctor A loses that excess, compared to doctor B, 
if they die. 

8. Doctor A has forced savings, but couldn’t doctor B have saved any extra 
he had? Of course, doctor B could have forced savings by bank deductions of 
bonds or mutual fundsina trust. The new tax laws allowing irrevocable personal 
trusts of 10 or more years make tax savings on earnings similar to savings in life 
insurance paid to living policyholders. These trusts now can be revocable at the 
time needed, i.e., old age. 

4. Why didn’t Dr. B get renewable term so he could have protection to age 65? 
He should have, although only the better companies now offer renewable term 
policies to age 65. 

PICKING YOUR UNDERWRITER 


You may have decided by now that you are in the same position as a man 
coming to you with a pain. He needs some good professional advice and a com- 
petent diagnosis. How do you go about picking an able insurance man? Here 
are some yardsticks: 

1. Does he get from you sufficient information as to the needs of your particular 
family should your income be out of the picture? 

2. Does he find out what you have in the way of life insurance and other prop- 
erty that can be used to meet your family needs? He certainly is in no position 
to make a recommendation before obtaining this information. 

3. What specialized training has he had? Has he completed the course of 
study offered by the Life Underwriters Training Council over a 2-year period? 

4. Has he qualified for the degree of chartered life underwriter (CLU)? This 
usually covers a 5-year period of study with examinations. 
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5. Is he informed on current tax planning? 

A competent professional life underwriter whom you can consult freely may be 
of tremendous value in helping you with the details of insurance and making 
recommendations upon which you can base your decision. Reading cn your part, 
to be able to understand his recommendations, may be invaluable. You may 
expect the reading available to vary in conclusions as to the current question 
of whether or not term insurance is your best buy. 


AUTHORITATIVE LITERATURE 


If you are going to make a quick decision, send 49 cents to the Kiplinger maga- 
zine, Washington 6, D. C., for the 1955 edition of 99 New Ideas and study the 
article on page 33. Complete books on the two sides are McGraw-Hill’s Life 
Insurance and Insurance and Your Security by FE. A. Gilbert. 

Ar article in Medical Economics, February 1954 issue, “Buy Life Insurance— 
But Not as an Investment,” by David A. Norton, and the Signet pocket book, 
Consumer’s Guide, by Margolius, pull for term insurance, while many insurance 
agents would not recommend renewable term insurance. First, their commis- 
sion is much less, with no future leverage of getting you to convert to a better 
commission policy such as convertible term gives. 

Second, your insurance agent may know that you can’t save money for retire- 
ment and so sells you an endowment type policy to force you to save for yourself. 
Now, here is a valid reason not to buy term; but you just ean’t buy enough in 
endowment or ordinary life policies to assure you much more than good food 
after your 65th birthday table has been cleared. With inflation the rule rather 
than the exception, an insurance retirement plan would mean even less. 

If you are really interested in retirement, your best plan is to lower your 
standard of living now—then save and invest wisely. As James J. Hill, the great 
empire builder, once said, “The test for success is simple and it is infallible. It 
is, ‘Are you able to save money?’ ”’ 

The past and present degree of your ability to save money provides a good 
index to the type of policy you need. The amount of insurance you should carry 
depends on the protection you need to give your family o replace the loss of your 
earning power in the event of death. 


GUIDING PRINCIPLES 


The conclusions of the writer on types of companies and policies are generally 
as follows, although individual circumstances may warrant some changes: 

1. If you are more than 50, use a stock company, in that dividends of a mutual 
company take too many years to do much better. If under 50, use a mutual 
company with at least $500 million of business in force. 

2. If you are under 40, use renewable term completely if you do not tend to 
be a spendthrift. Any savings should be divided into E bonds, good mutual 
funds, and other sound investments. (Send $1 to the American Institute for 
Economic Research, Great Barrington, Mass., for Home to Invest Wisely.) 

3. If you are under 40 years of age and tend to be a spendthrift or cannot 
take time to set up a complete investment program, use ordinary life with a de- 
creasing term rider. 

4. If you are more than 40 years of age and have little indebtedness, use ordi- 
nary or whole life unless you take time to invest very wisely, then use part re- 
newable term or decreasing term. 

5. If you are a spendthrift more than 40 years of age, use endowment at age 65. 

6. If you want to insure your children’s education, insure yourself, not the 
life of the child. 

It should be apparent that no one should take precipitant action in choosing 
his life insurance and that too often life insurance has mostly been sold, when 
actually it should be bought. In summary, a guide for buying life insurance 
should include: t 

1. Evaluation of your assets and obligations. 

2. Your needs for life insurance protection. 

3. Complete information on common types of life insurance policies. 

4. Statistics on investments in life insurance policies, United States bonds, 
good mutual funds, common real estate, and “blue chip” stocks. 
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TOWN AND CouNTRY INSURANCE, 
Sacramento, Calif., November 20, 1958. 
Congressman WILBUR D. MILLS, 
House Ways and Means Committee, 
Washington, D. C.: 

We have been following the proposed tax changes on life insurance companies 
with interest. Please do not underestimate the social and economic consequences 
of these changes. 

The primary purpose of life insurance companies is to write life insurance, 
i. e., pay death benefits. Last year the life insurance companies took in nearly 
$19 billion in income, increased their assets to more than $100 billion and paid 
less than $3 billion in death benefits. 

The main reason for this incredible relationship is that most individual life 
insurance policies are primarily savings plans; the life insurance element occu- 
pies a minor role. 

While tax changes and tax increase appear to be in order, tax legislation which 
discourages protection and encourages the savings will be a great disservice to 
the American people. 

Sincerely, 
WILLIAM B. Rupp. 


West HoLtiywoop, Fla., October 29, 1958. 
CLERK OF THE COMMITTEE ON WAYS AND MEANS, 
House Office Building, Washington, D. C. 

DEAR Siz: In view of the hearings, to take place shortly, on the question of 
imposing an income tax on the profits of life insurance companies, I submit a 
few thoughts from the ranks of taxpayers who, through lack of organization, 
have very little bargaining power. 

It is well known that profits from writing life insurance are relatively high. 
It may be less well known that many of the life insurance companies have been 
criticized for the generally unsatisfactory financial reports made available 
to the public. 

Few will deny that life policies are widely distributed; perhaps 70 percent 
or more of this country’s population pay life premiums. 

If a tax on the profits of life insurance companies should come to be imposed, 
what are the probable results? 

In the case of mutual life companies, there is no guessing on the result; inas- 
much as the policyholders theoretically, if not actually, own their mutual com- 
pany, such companies will throw the tax onto its owners. In this connection it 
may be stated that many of the very large life companies, such as Metropolitan 
and Prudential are mutual insurance companies. 

In the case of the nonmutual, or “stock” companies we have the following 
two extremes, ignoring for convenience middle ground compromises: 

(1) They will pass the tax burden along to their policyholders in the form of 
higher premiums, causing some cutback in coverage on the part of policyholders, 
and 

(2) They will absorb the tax and maintain the usual premium scales and the 
regular dividends to their stockholders. 

I fear that there would arise a strong tendency for stock companies to follow 
the first extreme unless some provision in the proposed taxing law were to make 
it unwise or unprofitable so to pass on the tax. 

At any rate, if the stock companies should pass on a new income tax to the 
“eonsumer” (and most large concerns are able to and do pass on any kind of 
tax, as pointed out by various economists), what do we have? Very simple— 
the equivalent of a tax increase on most individuals, wealthy, middle class, or 
poor. And this after all their recent unsuccessful clamor for a lowering of in- 
come tax rates. 

Respectfully yours, 
LEE ATFORD. 
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STATEMENT OF LINCOLN LinertTy LIFE INSURANCE Co., Houston, TEx., BY 
Luioyp M. BENTSEN, JR., PRESIDENT 


We wish to call your attention to two features of section 806 of the above bill 
which we feel should definitely be clarified. 

The first portion of the section that needs attention is subsection (f). It 
provides, in part, that “* * * any amounts distributed during the taxable year 
as a result of such liquidation or mutualization shall be treated as cash divi- 
dends to stockholders declared during the taxable year under paragraph (1) of 
subsection (c) * * *.” The obvious intent is that this provision shall only 
be applicable for purposes of determining the increase in taxable income under 
section 806, and should not affect the taxes to be paid by the shareholders upon 
liquidation in any way. However, some persons in the insurance industry 
have expressed concern that this provision could be construed so as to cause 
liquidating distributions to be taxed to the shareholders as dividends. Such a 
result would, of course, be an intolerable penalty. Obviously subchapter C of 
chapter 1 of the code should apply to liquidations and reorganizations of life 
insurance companies just as in the case of liquidations and reorganizations of 
other corporations. To resolve any possible doubt on this score, we recommend 
that the portion of subsection (f) previously quoted be changed to read as 
follows: 

“* * * * any amounts distributed during the taxable year as a result of 
such liquidation or mutualization shall, for purposes of this section only, be 
treated as cash dividends to stockholders declared during the taxable year 
under paragraph (1) of subsection (c) * * *.” 

The other feature of section 806 causes us great concern. Although it is 
provided that the “prescribed standard of the tax record account” shall at no 
time be less than zero, there is no similar provision with reference to the “tax 
record account” itself. We feel that the intent must be that the tax record 
account shall never be less than zero—any other construction would be uncon- 
scionable, as it might very well result in the taxable income greatly exceeding 
the true income of an insurance company during a taxable year. An extreme 
example will illustrate this: 

Suppose that a life insurance company with $10 million of net assets li- 
quidated on January 2, 1978. Suppose further that, due to liberal dividends 
having been paid in previous years, the tax record account was zero at Decem- 
ber 31, 1977. Since, pursuant to subsection (f), the liquidating distribution 
of $10 million would reduce the tax record account by that amount, that account 
would be a minus $10 million if it could be less than zero; however, the “pre- 
scribed standard of the tax record account” would only be reduced to zero. 
This would cause the company to have a taxable income of $10 million, equal to 
the entire value of its assets, for 1978, whereas it actually would have no income 
at all for that year. That such a result could be intended by the drafters of 
the bill is unbelievable. 

In order to definitely preclude such a frightening possibility, we recommend 


that a new paragraph (4) be added to subsection (d) of section 806, to read 


as follows: 
““(4) The amount of the tax record account shall at no time be less than 


zero.” 

Also, we feel that the last clause of subsection (f) should be changed to read 
as follows: 

‘“* * * except that neither the tax record account nor such prescribed stand- 
ard shall at any time be less than zero.” 

Your consideration of the above proposals will be very much appreciated. 








THE CoLUMBIAN NATIONAL LIFE INSURANCE Co., 
Boston, Mass, November 25, 1958. 


CLERK OF THE COMMITTEE ON WAYS AND MEANS, 
House of Representatives, House Office Building, Washington, D. C. 

Dear Srr: We wish to submit the following for the record of the hearings 
on a permanent tax formula for life insurance companies, held November 17-20, 
1958 : 

Our company is a medium-sized stock life insurer, maintaining its home office 
in Boston, Mass. We recommend careful study of the proposals embodied in 
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the draft dated September 2, 1958, distributed by the subcommittee on invest- 
ment income of the industry joint tax committee. This is often referred to 
as the “Menge approach.” We believe the committee will find in this proposal 
satisfactory answers to the questions and prablems propounded by its members 
during the hearings. 

We favor some method of taxing investment income on company-by-company 
results, which this proposal utilizes. This avoids the problems and inequities 
which inevitably arise from the use of industry averages or aggregates or flat 
percentage reserve deductions. The principal argument raised against the in- 
dividual approach is that individual companies might increase their deduction 
by changing their reserve assumptions—perhaps unwisely. This proposal sub- 
stantially eliminates this possibility by its asset revaluation provision and the 
10-for-1 rule. The proposal thus taxes investment income in a nondiscrimina- 
tory manner, and the yield to the Treasury would not be decreased in future 
years merely because of company operations to reduce taxes. 

The proposal further provides for a tax record account system which permits 
stock companies to build surplus funds for the necessary protection of policy- 
holders without tax penalty. The additional tax would operate when such 
funds are no longer needed. No stockholder would ever receive a dividend out 
of funds which had not been taxed. Moreover, this proposal would avoid the 
inequalities of an underwriting profits tax which would allow policyholder 
dividends as a deduction. 

In the matter of capital gains and losses, we Commend the views expressed 
in the testimony of Mr. George T. Conklin, Jr. A capital gains tax would 
produce no significant amount of extra revenue over the long range, but might 
elcourage transactions in securities unwarranted by sound investment con- 
siderations merely to secure tax advantages. If a gains tax is finally proposed 
by your committee, however, we urge you to seriously consider permitting life 
insurance companies to deduct capital losses from ordinary income, as do com- 
mercial banks. Life companies invest for income over long periods, and it is in- 
evitable that some losses are sustained on such investments. These losses become 
more significant in periods of depression, so that bank treatment for losses would 
aid life company strength at such times when strength is most needed. Such 
treatment would not greatly affect tax revenues in normal years. 

Very sincerely yours, 
JuLIan D. ANTHONY, President. 


THE NATIONAL LIFE & ACCIDENT INSURANCE Co., 
Nashville, Tenn, December 1, 1958, 
Hon. Wiieur D. MILts, 
Chairman, House Ways and Means Committee, 


House Office Building, Washington, D.C, 


My Dear Sir: I appreciate sincerely your willingness to accept this statement 
and present it at an early meeting of your subcommittee. I shall be as brief 
as possible, making only statements of facts which can be documented later, 
should you desire it. 

In your closing questions to Mr. Francis Keesling, you asked why company 
“net gains,” other than those taxed as investment income, should not also be 
taxed, and you asked whether they were deemed to be sacrosanct. As I indi- 
cated to you, my answers to these questions would have differed somewhat from 
Mr. Keesling’s. 

I plan to elaborate my answers, but I may state here that they center around 
four points, namely : 

(1) Even if all life insurance were conducted by stock companies, a taxation 
plan based on “net gains” in excess of net investment income would be inequitable 
and dangerous. 

(2) True profits of all companies, stock and mutual, to the extent that they can 
be ascertained, are properly taxable. 

(3) Any tax based on “net gains” in excess of net investment income, no mat- 
ter how such “net gains” may be adjusted, presents mutual companies with an 
unfair competitive weapon. 

At the outset I want to say that nothing could be further from our thoughts 
than the idea that true profits should be exempted from taxation. The trouble 
is that these cannot be determined year by year. Mr. Adams pointed out in 
his testimony that although ‘net gains,” as shown by a company’s statement, 
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may include an element of profit beyond investment gains, they also may not, 
and no one can be sure which is the case until many years have gone by. Even 
in their temporary and limited significance, these “net gains” differ from com- 
pany to company for reasons which may be purely technical and _ illusory. 
Choice of reserve standards (in no way motivated by tax considerations) has 
often produced greater differences in the amount of “net gains” than any real 
or basic difference in experience. For a demonstration of the truth of this last 
statement, I refer you to the addendum prepared by Mr. Norman M. Hughes 
of this company, and included by permission of the subcommittee in the testi- 
mony of Mr. Adams. 

The difficulty of determining true profits is not the result of a lack of energy 
or interest on the part of company management. The life insurance business, 
in approximately its present form, has existed for almost 200 years. It has 
gone through both fair and foul weather. The record is replete with the tragic 
stories of companies wrecked by overoptimism in good weather with resultant 
neglect of preparing for the bad. This record, and the lessons it teaches, are 
engraved in the minds and consciences of all responsible life insurance execu- 
tives. A sound and prudent management will not separate from company funds 
and pay to stockholders any amount which will, in its opinion, endanger the 
security of its policyholders. A tax exaction of several times the amount which 
the directors feel able to declare to stockholders (and that is exactly what 
many current proposals amount to) would represent a monstrous and wanton 
invasion of policyholder security. 

On the other hand, as Mr. Adams and Mr. Beers stated, it is reasonable to 
assume that a decision to detach a given amount from company funds and 
pay it to stockholders represents company management opinion that a profit has 
been earned, and it is also reasonable to regard the amount of such dividends as 
at leest partially indicative of the amount of profit. If this answer to the ques- 
tion of “how much is profit?’ is disappointing to you and your committee, I can 
assure you that you have company. Altogether apart from any taxation phase, 
every life insurance executive would welcome the appearance of a definitive 
measure of true earnings. We can comfort ourselves by recalling that over the 
past 2 centuries, brilliant minds of 2 continents have wrestled with the many 
fascinating and challenging financial problems involved in the complex operations 
of life insurance, yet we can search the record in vain for an authoritative opinion 
as to how and when profit can be surely and objectively determined. 

For the foregoing, I have made it clear, I hope, that stock companies are not 
raising objections to paying taxes on their profits when identified. We do, how- 
ever, strenuously object to paying taxes on “net gains,” or on a percentage there- 
of. Iam aware that proposals have been made for adjustments to correct inequal- 
ities due to differing reserve bases, “past” versus “future’’ reserve strengthening, 
“full net level” versus “preliminary term” methods of varying vintage, and fora 
20-year carryback, the latter being a rather obvious confession that identification 
of “net gains,” no matters how refined or adjusted, with profits, is both arbitrary 
and unintelligent. We must reject all these proposals for the reason that imposi- 
tion of a tax on “net gains” in excess of net investment income can be evaded by 
mutual companies, perhaps not indefinitely, but long enough to ruin the stock 
companies. 

The sweeping statement which concluded the preceding paragraph may need 
clarification. Mutual life insurance companies sell policies which call for pre- 
miums considerably (15 to 20 percent) higher than those payable under the 
nonparticipating policies sold by stock companies. They compete by showing 
to the prospect a dividend illustration which indicates successive reductions 

(by “dividends”) in the premium so that (provided the dividend scale remains 
unchanged) if the prospect keeps his policy for 20 years and then surrenders 
it, he will have enjoyed his protection for slightly less than the stock company 
would hove charged him. The stock company’s rebuttal to this points out that 
the illustration ignores interest, the possibility of his early death (presumably 
the principal motivating factor in the sale), and the possibility that he may be 
forced to surrender his policy before 20 years have passed. The competition is 
healthy for the insuring public. It is sharp and continuous, but up to the present 
has been conducted, in the main, on a fair and professional basis. Now, here is 
the point. If the mutual company, like the stock, is taxable, on “net gains,” it 
ean readily take such action as to make certain it has no “net gains.” How? 
By increasing its dividends to policyholders. Why would it do this? Are its 
directors unaware of the pitfalls known to stock company management? Not 
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at all. They are sound and responsible men, but they know that an increased 
dividend is not the reckless action that a similar action would be by a stock 
company suddenly increasing its dividend to stockholders. If a mutual company 
runs into stormy weather in the future, it can reduce premiums on all insurance 
in force, and survive. Very few, if any, are the mutual companies which did not 
avail themselves of this privilege at some time during the past 25 years. 

It should be obvious that, under any plan to tax “net gains,” there will be a 
tremendous incentive to any mutual company to see that there are few, if any, 
“net gains,” and we see no way of preventing their exercise of the right to do 
so. It has been argued that stock companies could compete by lowering the 
premiums on new policies. Obviously, if the reductions in mutual companies’ 
net costs to policyholders were sound and permanent, we would expect to do so. 
However, unlike the mutuals, we have to guarantee our competitive premium 
for the duration of the policy. If the Congress puts into the hands of mutual 
companies a method whereby competitively increased dividends can be financed 
in considerable part with what would otherwise be Government tax dollars, a 
situation will be created under which it will be impossible for nonparticipating 
insurance to be sold at all. It has been argued, and it is obviously true, that 
a mutual company could not maintain, indefinitely, an artificially high dividend 
seale. However, the future restoration of a more normal dividend scale would 
provide rather cold comfort to the stock companies which had been crowded 
out of the picture in the meantime. 

(4) Finaly, since mutual and stock life insurance companies compete vigor- 
ously for business, it is only fair that taxation be equitable as between the two 
types of corporations. This principle has been followed in past legislation, and 
we believe that any departure from it now would be most unfortunate. Appli- 
cation of the principle requires that the tax base be some operational element 
whose character is not materially different in the two types of companies. Since 
the investment practices of mutuals and stocks are indistinguishable, a portion 
of investment income has been an obviously suitable tax base. 

Again may I thank you sincerely for accepting this statement of our views. 

Cordially, 
Epwin W. Crare, 
Chairman of the Board. 


WASHINGTON, D. C., November 18, 1958. 
Hon. Witsur D. MILLs, 


Chairman, Committee on Ways and Means, 
House of Representatives, Washington, D. CO. 


Dear Sir: I have read your announcement of public hearings on the subject 
of taxation of life insurance companies to be held this week by the Subcommittee 
on anternal Revenue Taxation. In connection with those hearings I would like 
to ask your consideration of a provision to be included in any measure dealing 
with the taxation of life insurance companies, which would eliminate the tax 
discrimination which now exists against pension plans underwritten by insur- 
ance companies. 

This discrimination, as you I am sure are aware, comes about in the following 
manner: The income of a pension trust which has been approved by the Com- 
missioner of Internal Revenue pursuant to the provisions of section 401 (a) of 
the Internal Revenue Code (sec. 165 (a) before the 1954 code), is generally 
speaking, not taxed. But income from pension investments implementing insur- 
ance company underwriting of a plan with identical approval has no such 
exemption. 

This inequity has previously been considered by your committee, and on July 
18, 1955, on your committee’s recommendation, the House passed H. R. 7201 
which would, within a few years after it became effective, have eliminated the 
inequity as between insured and self-administered pension plans. Unfortunately, 
H. R. 7201 as finally enacted by the Congress did not contain the inequity- 
eliminating provision which had been eliminated by the Senate Finance Com- 
mittee. This elimination, I understand, was due to lack of time for study and 
implied no adverse judgment on the merits. I urge that any revenue measure 
covering insurance companies contain provisions for the elimination of the 
inequity referred to, such as those eliminated from H. R. 7201 in 1955. 

I am, and for many years have been, a consultant on pensions and other 
employee benefits to unions, corporations, and joint labor-management admin- 
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istrative groups. Among those for whom I have served in the recent past are the 
American Federation of Labor and Congress of Industrial Organizations, the 
Brotherhood of Railway and Steamship Clerks, Health Insurance Board of the 
State of New York, the Kaiser Moters-UAW-CIO pension fund, and the Kaiser 
Metal Products-UAW-CIO pension fund. For nearly 12 years I was Chairman 
of the Railroad Retirement Board; I served also on the Technical Board (and as 
Chairman of the Board’s old-age security committee) of the Committee on’Eco- 
nomic Security, which was instrumental in the preparation of the Social Security 
Act; and I was the first director of what is now the Bureau of Old-Age and 
Survivors Insurance of the Social Security Administration. 

What I have to say in this letter is based on my experience as a consultant in 
the pension field and as Government Administrator of old-age insurance; the 
opinions expressed are my Own and are not necessarily those of any whom I 
serve as consultant. 

It has been the policy of our Government—and I hope it always will be—to 
encourage employers to adopt pension plans to augment the benefits provided 
under the Social Security. and Railroad Retirement Acts. This policy has a 
number of facets: Maintenance of benefits provided through governmental 
arrangements at a minimal level; the offer of tax savings to employers who 
maintain pension plans meeting certain statutory standards; capital gains 
treatment for certain lump-sum distributions from pension trusts; and, for 
approved pension trusts, exemption of income from tax. 

The stimulus of these encouragements, coupled with a high level of corporate 
and personal income taxation, has produced a phenomental growth in industrial 
pension plans. There are now over 40,000 in operation covering perhaps 15 
million employees; the pace of establishment of new plans remains rapid. 

To meet the needs of American industry, a very wide range of types of pension 
plans is needed. Many agencies have contributions to make toward the mainte- 
nance of these plans. Life insurance companies, through group annuity and 
deposit administration contracts, are in position to render and in fact are render- 
ing a great service to the maintenance of sound industrial pension plans. In my 
judgment, the service which insurance companies can perform has been artifically 
and undesirably restricted by a tax discrimination embodied in the Internal 
Revenue Code. 

Insurance company pension service is most needed by the smaller companies; 
large companies may find such service advantageous but they have feasible 
alternatives. With the small companies, insurance of risks is essential for safety. 
The tax discrimination against the insurance companies has been a factor in 
leading companies toward unwise decisions not to insure or, in certain cases, to 
join in with other small employers, particularly in connection with plans agreed 
upon in collective bargaining, in operating self-administered plans. My obser- 
vation of the latter is that in many cases they are likely to prove an inadequate 
substitute for insured plans; already, despite the handicap of the tax inequity, 
there has been some movement of the groups of small employers with pooled funds 
toward insurance. That movement ought not to be handicapped. 

Take the case of the steel industry. The United Steelworkers of America 
has collective bargaining agreements with over 2,000 employers in the basic 
steel and steel fabricating industries; of these agreements, about 63 affect 
2,000 or more employees. In all of the group of 63 employers there is an agreed 
upon pension plan. Some 220 agreements cover between 500 and 2,000 em- 
ployees; the great majority, but not all, of the employers in this group have 
pension agreements, with insurance company underwriting in perhaps 10 to 
15 percent of the cases. The union agrements with about half of the em- 
ployers having between 100 and 500 employees provide for pension plans. There 
are few pension plans maintained either by agreement with the union or other- 
wise by most of the remaining 1,300 employers having fewer than 100 employees. 
The steel industry is typical of many. Any substantial expansion of pension 
plans, where small employers will be primarily affected, will require that 
pooling of risk which insurance companies are unusually qualified to provide. 

There have recenly been several investigations of the operation of union 
health, welfare, and pension funds. So far as I know, the overwhelmingly 
majority of the pension funds which have been investigated have been honestly 
managed. It seems likely, however, that one result of these investigations, di- 
rectly or indirectly, will be to make almost universal the practice of selecting 
pension plan underwriters through competitive bids. The restrictions of State 
laws make it impossible for insurance companies to participate in competition 
on a cutrate basis; and that is a source of strength for them. But if to that 
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price handicap there is superimposed another, of 7 to 8 percent, resulting from 
a discriminatory tax, the consequence for healthy further growth of private 
pension plans will be most harmful. 
It would be too much to say that no other way could be found to éxtend sound 
} pension plans to small companies. Pools of small employers can be organized, 
and perhaps common trust funds may have a use in this connection greater than 
now seems probable. But without private insurance carriers there will be no 
feasible method of any kind for a not insignificant number, and for most the 
alternatives may well be less satisfactory than insurance. 
I should make it clear that I have a personal imterest in this matter. I have 
a pension plan for my employees. Becanse my staff is small, and because there 
are no pools of any sort in which I could participate if I were so inclined, lack 
of private insurance underwriting would mean that I could have no plan. I 
would he willing to pay more for my plan than I now do if that were necessary 
to keep it in operation. But I can think of no good reason for my being charged 
several thousands of dollars over the next several years because of a tax which 
I could escape entirely if trust fund operation of my pension plan were prac- 
ticable. 


I hope that this letter will be placed in the records of the current hearings. 
Very truly yours, 


MuRRAY W. LATIMER. 


MortTON MANUFACTURING CorpP., 
Lynchburg, Va., November 14, 1958. 
’ Hon. W1Bur D. MILLs, 


Chairman, House Ways and Means Committee, 
House Office Building, Washington, D.C. 


Dear Sir: It is our understanding that hearings are planned on the taxa- 


tion of life insurance companies with particular reference to insured pension 
plans. 


: 
; 
| As you know, trust plans qualified with the Treasury Department are not 
subject to taxes on the income of such trust nor are the funds deposited in the 
| trust taxable to the members of the trust when the funds are deposited. Any 
. funds withdrawn from trusts that are qualified with the Treasury Department 
o are subject to capital gains tax as of date of withdrawal. 
When similar insured plans are subject to taxes, it appears to us that this 
is discrimination against the employees who may be covered by the insured plans 


) as compared to a trust plan qualified with the Treasury Department. 

We sincerely request that you give this very careful consideration as it does 
r- not appear fair to have one type of so-called pension plan subject to taxes and 
e another type not subject to taxes except the capital gains tax when the funds 
, are withdrawn from the trust fund. 
is Yours truly, 

CHARLES F. MYERs, 

“a Secretary-Treasurer. 
ic Y Far pecan 
_ Srerra Pacrric Power Co., 
a Reno, Nev., November 13, 1958. 
ve Hon. Wiisur D. Mitts, 
to Chairman, Subcommittee on Internal Revenue Tazration, 
m- 4% Committee on Ways and Means, New House Office Building, 
we t Washington, D.C. 
er- | Deak Srr: It is my understanding that your committee is holding hearings 
eS. commencing November 17 on the subject of taxation of life insurance companies. 
on We are concerned with the fact that investment earnings on life insurance com- 
rat pany reserves, including pension reserves, are subject to a Federal income tax. 
de. 


This company has an insured pension plan on which we receive dividends which 
ion reflect the investment income which the life insurance company earns. We 


rly realize that if there were no such Federal tax our dividends would be larger. 
tly As a matter of fact, this tax discriminates against the employers who have in- 
di- sured pension plans inasmuch as a similar tax does not exist on trusteed plans. 
ing 


It would be appreciated if you would see that this letter is recorded in the 
tate | minutes of your hearing. 


tion Yours very truly, 
that F. A. Tracy, President. 
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SoutHeRN Naturat Gas Co., 
Birmingham, Ala., November 14, 1958. 
Hon. Wirievur D. Mrs, 
Chairman, Committee on Ways and Means, 
House Building, Washington, D. C. 


My Dear Mr. Mitts: We have learned that your Subcommittee on Internal 
Revenue Taxation will soon hold a hearing on the subject of taxation of life 
insurance companies. 

We are advised that funds deposited with life insurance companies under 
pension plans are subject to Federal income taxes and such taxes, as a conse- 
quence, are reflected in pension cost. We are also advised that this would not 
be the case if a company such as ours deposited its pension funds under a trusteed 
plan, rather than aninsured plan. Our plan is insured. 

It seems entirely appropriate that since the United States Government recog- 
nizes the economic value of private pension plans by considering the cost a 
proper tax deduction, that pension funds paid under a trusteed plan should not 
be taxed. Likewise, it seems that equity would justify similar treatment as 
between funds paid under an insured plan and those under a trusteed plan. 

We respectfully request that your subcommittee consider this phase of the 
question when the matter of taxation of life insurance companies is before you 
and make this letter a part of the record. 

Yours very truly, 
Rosert G. KENAN, 
Director Industrial Relations and Assistant Secretary. 


SOUTHEASTERN Prre LINE Co., 
Atlanta, Ga., November 14, 1958. 
Hon. WiLzevur D. MILts, 
Chairman, Committee on Ways and Means, 
House Office Building, Washington, D. C. 


Sir: Advice has been received that a subcommittee of the Committee on Ways 
and Means is about to hold hearings on the subject of taxation of insurance com- 
panies. In that connection, I should like to call your attention to what appears 
to be an inequity in the present method. 

Many small- and medium-sized companies find the best method of providing 
retirement benefits for their employees is by means of an insured plan. Subject 
to certain conditions, the cost of such plans is recognized by the Treasury Depart- 
ment as a business expense. 

Larger firms and organizations which set up their own pension funds under & 
trusteed plan can also treat contributions to such funds as a deductible business 
expense. Up to this point there is no difference. 

Insurance companies’ investments made from premiums received for retire- 
ment annuities generate income which is taxable. On the other hand, income 
from investments of pension funds is, I am informed, exempt from income tax. 
Since insurance companies must necessarily include their taxes in the cost of 
doing business and since such costs are reflected in the premiums they charge, 
it follows that insured plans suffer a cost disadvantage of this. That is the 
inequity to which I refer. 

I believe that consideration should be given to exempting from taxation the 
income from insurance companies’ investments which arise from premiums 
charged for retirement annuities. 

It is desired that this letter be included in the record of your hearings and it is 
therefore prepared in triplicate. 

Respectfully yours, 
G. B. SCHAEFER. 


THE EAGLE-PICHER Co., 
Cincinnati, Ohio, November 14, 1958. 
Hon. WIirtzur D. MILLs, 
Chairman of Committee on Ways and Means, 
House Office Building, Washington, D. C. 


Deak Mr. MILLs: We understand that hearings will be held by the Subcom- 
mittee on Internal Revenue Taxation beginning November 17, 1958, and that the 
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subject under consideration will be that of taxation of life insurance companies. 
We should like to take this means of presenting to you our considered opinion 
in the matter of the discriminatory tax on investment income of insured pension 
funds. 

The Eagle-Picher Co., an Ohio corporation, provides retirement income for 
certain of its salaried employees through the Eagle-Picher retirement income 
plan for salaried employees, and purchases annuities from a leading insurance 
company under a group annuity contract. 

It is our understanding that the investment incomes of insured funds is taxable 
under the present internal revenue laws, whereas investment income of trusteed 
funds is not subject to tax. 

It is our feeling that this inequity should not be permitted to exist and that 
investment income on insured funds should be tax free along with investment 
income under trusteed plans. 

If you will, we should greatly appreciate this letter being included in the 
record of the hearings beginning November 17. 

Yours very truly, 
Ricuarp Serviss, Secretary. 





TE CALIFORNIA OREGON POWER Co., 
Medford, Oreg., November 18, 1958. 
Hon. WILBuR D. MILLS, 
Chairman, Committee on Internal Revenue Tagation, Committee on Ways 
and Means, House Office Building, Washington, D. C. 


Dear Sir: I understand your committee is holding hearings, commencing No- 
vember 17, on taxation of life insurance companies. We are concerned with the 
fact that the life insurance company to which we pay premium under an in- 
sured pension plan is required to pay a Federal income tax on this premium. 
The insurance company pays dividends under this pension plan which reflects 
the investment income the insurance company is able to earn on our pension 
funds. If there were no Federal income tax on such premiums, our dividends 
would be larger. Consequently, the income tax serves to increase our net pension 
costs. 

It seems that our only alternative to avoid paying this tax is to adopt a trusteed 
plan, which is not required to pay income tax. However, such a plan involves 
risks which we do not wish to take, as we believe that the life insurance company 
guaranties are most important and valuable to our employees. We believe the 
present legislation discriminates between the insured and a trusteed plan and 
is, we think, unfair. 

We would appreciate your recording this letter in the minutes of your hearing. 

Sincerely, 
F. C. Bass, 
Vice President and Treasurer. 


—_——_—_————_ 


TxHE MENNINGER FOUNDATION, 
Topeka, Kans., November 14, 1958. 


Re: Subcommittee hearings on internal revenue taxation of life insurance 
companies. 
Hon. Wiisur D. MILLS, 
House of Representatives, 
House Building, Washington, D.C. 

Sir: This foundation has in effect an insured retirement income plan for the 
benefit of its employees. This plan has been reviewed by the Treasury De- 
partment and found to meet the requirements of a qualified pension plan. 

We respectfully request that consideration be given in your hearings to exempt- 
ing from Federal income taxation that part of the investment income attributable 
to pension funds held by an insurance company on account of qualified pension 

lans. 
. We also respectfully request that this letter be made part of the minutes of 
your subcommittee hearings. 
Very truly yours, 
Irvine SHEFFEL, Controller. 
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Bake, Morrirt & TOWNE, 
San Francisco, Calif., November 14, 1958. 
Hon. Wrizurz D. MILLs, 
Chairman, Subcommittee on Internal Revenue Taxation, Committee on 
Ways and Means, New House Office Building, Washington, D.C. 

Deak CONGRESSMAN Mirtis: With regard to the present hearing relating to 
Federal taxation on funds held by an insurance company in connection with 
pension contracts, the following is respectfully submitted. 

Pension benefits for retired employees accruing under the Blake, Moffitt & Towne 
retirement plan are paid by an insurance company. When the plan was adopted 
in 1945, a study of funding methods was made, particularly with regard to de- 
ferred group annuity and trusteed plans. At that time, the decision was reached 
that the deferred group annuity contract provided favorable safeguards, par- 
ticularly for annuity payments beginning at retirement. 

Today we are in the process of changing the funding of our retirement pro- 
gram from deferred group annuity to deposit administration, the latter per- 
mitting the establishment of a trusteed fund. However, in line with conclusions 
reached in 1945, the deposit administration contract will provide that employee 
contributions will be deposited with an insurance company, which will handle 
also the payments of benefits to retiring employees. 

In considering the two types of funding mediums, that is, insured and trusteed 
plans, it has never seemed reasonable to us, not to say fair, that one method of 
funding should be subject to Federal tax. We do not doubt that the dividends 
accruing to our benefit from the insurance company would have been larger but 
for this tax which we consider to be discriminatory. For insurance companies 
to continue to play an important part in the development of sound annuity pro- 
grams, they should be on an equal basis with trusteed plans so far as Federal 
taxes are concerned. 

In view of the foregoing, we urge the discontinuance of Federal tax on in- 
vestment income arising out of funds held by insurance companies for pension 
purposes ; and ask that this letter be made a part of the minutes of the meeting. 

Sincerely yours, 
Lester L. Liston, Secretary. 





ScHWARTZ MANUFACTURING Co. 
Two Rivers, Wis., November 17, 1958. 
Hon. Wiize0r D. MILs, 
Committee on Ways and Means, Subcommittee on Internal Revenue Taza- 
tion, New Office Building, Washington, D. C. 

Dear Srp: We have noticed from a newspaper article that the Committee 
on Ways and Means, Subcommittee on Internal Revenue Taxation, will hold 
public hearings on the subject of taxation of life insurance companies. 

In lieu of a personal appearance we would like to take this means of ex- 
pressing our views. We would also like this letter recorded in the minutes of 
Subcommittee on Internal Revenue Taxation. 

We are a small company that has an insured pension plan; 84 of our em- 
ployees are covered under the plan out of a total of 101. Of the 17 not covered 
the majority are ineligible due to length of service or age. 

Due to our small size, we selected an insured pension plan instead of a trusteed 
plan as we were reluctant to assume the risks and responsibilities of a trusteed 
plan. Wealso felt that an insured plan offered valuable guaranties that a trusteed 
plan did not and could not offer. 

We feel that the pension operations of an insurance company should be tax 
exempt the same as trusteed plans otherwise we who have chosen an insured 
plan are discriminated against. 

Any income tax paid by an insurance company on income derived from pen- 
sion fund investments reduces the funds available for dividends on our policy 
and thus directly increases the cost of our insured pension plan. 

We are, therefore, opposed to a tax which will increase the cost of an insured 
plan unfairly as compared to a trusteed plan. 

Very truly yours, 
Ernie L, Merow, 
Secretary and Treasurer. 
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Tue AMERICAN News Co., INC., 
New York, N. Y., November 19, 1958. 
COMMITTEE ON WAys AND MEANS, SUBCOMMITTEE ON INTERNAL REVENUE 
TAXATION, 
New House Office Building, Washington, D. C. 


GENTLEMEN: The purpose of this letter is to bring to the attention of your 
committee our views concerning the income tax discrimination against insured 
retirement plans. 

Our company has had an insured pension plan in effect since January 1, 1942. 
The decision to insure was made after careful deliberation of the risks and 
responsibilities of the trusteed approach which this company was reluctant to 
assume. 

Since our pension fund is composed of two different elements, premiums paid 
and investment income, any income tax paid by our insurer operates directly to 
reduce the funds available for dividends and directly affects the cost of our 
plan. 

It is our sincere opinion that the operations of an insurance company should 
be tax exempt on the same basis as trusteed pension plans. The lack of such 
exemption is an unfair discrimination in favor of trusteed funds. 

It is requested that this letter be recorded in the records of your hearing. 

Respectfully submitted. 


W. J. Buiss, Secretary. 


GRARIDGE CorP., 
Breckenridge, Tex., November 19, 1958. 
Hon. WiLBur D. MILs, 
Chairman, Committee on Ways and Means, Subcommittee on Internal 
Revenue Taaation, New House Office Building, Washington, D. O. 


My Dear Mr. Mitts: Since our pension funds are held by an insurance com- 
pany, we note with considerable interest that your committee is holding hear- 
ings concerning the taxation of insurance companies. 

For the record, we should like to voice our disapproval of the discrimination 
that now exists between pension funds held by an insurance company and those 
held by a corporate trustee. Smaller companies that cannot afford the risk in- 
volved in a trusteed plan must turn to an insured plan, but by so doing their 
ultimate costs are affected because the earnings on their funds are subject to 
tax. The larger companies who can take the risk involved in a trusteed plan 
get the advantage of their funds’ earnings being tax free. This, we feel, is rank 


discrimination against small companies and hope that your good committee will 
see fit to eliminate this injustice. 
Sincerely yours, 


R. L. Evxiorr, Vice President. 


VOLKART Bros., INo., 
New York, N. Y., November 20, 1958. 
COMMITTEE ON WAYS AND MEANS, SUBCOMMITTEE ON INTERNAL REVENUE 
TAXATION, 
1102 New House Office Building, Washington, D. C. 

GENTLEMEN : With this letter, we would like to bring to the attention of your 
committee our views concerning the income-tax discrimination against insured 
retirement plans. 

Our company has had an insured pension plan in effect since August 1942. The 
decision to insure was made after careful deliberation of the risks and responsi- 
bilities connected with a trustee plan whieh this company was reluctant to 
assume. 

Since our pension fund is composed of two different elements, premiums paid 
and investment income, any income tax paid by our insurer operates directly to 
reduce the funds available for dividends and directly affects the cost of our plan, 

It is our sincere opinion that the operations of an insurance company should 
be tax exempt on the same basis as trusteed pension plans, The lack of such 
exemption is an unfair discrimination in favor of trusteed funds, 

It is requested that this letter be recorded in the records of your hearing, 

Respectfully submitted, 
VoLKART Bros., IN., 
W. Ketter, Treasurer. 
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PLANTATION Pree LINE Co., 
Atlanta, Ga., November 20, 1958. 
Hon. Writsvur D. MILs, 
Chairman, Committee on Ways and Means, 
House Office Building, Washington, D. C. 

My Dear Mr. Mitts: Regarding the forthcoming hearing on internal revenue 
taxation of life insurance companies, we would like to go on record as being 
opposed to the taxation of pension funds being held by insurance companies under 
qualified pension plans. 

Taxation of these funds will surely penalize smaller companies by reducing 
the pension benefits to the employees with a corresponding increase in the cost 
of such benefits. Companies with few employees must insure their benefits with 
insurance companies rather than trusteeing small funds because of the guaranty 
of benefits and relatively small mortality spread. It is also necessary that they 
be treated the same taxwise as funds held by other trustees. 

We trust that the committee will give careful consideration to the effect that 
the passing of this legislation will have on the benefits to be derived by annuitants 
under small group annuity contracts. 


Sincerely yours, 
S. V. Kane, Secretary-Treasurer. 





Asu Grove Lime & PorTLAND CEMENT Co., 
Kansas City, Mo., November 20, 1958. 
Re: Subcommittee hearings on internal revenue taxation of life insurance 
companies 
Hon. Wiizur D. MILts, 
House of Representatives, 
New House Office Building, Washington, D. C. 

Dear Sir: This company has recently placed in effect an insured retirement 
income plan for the benefit of its employees with a mutual insurance company. 
The provisions of this plan was devised to meet the Treasury Department re- 
quirements of a qualified pension plan. 

It is our understanding that the costs to provide pension benefits will be in- 
creased directly by whatever amounts the insurance company pays in taxes, 
This, in effect, creates a situation of an indirect tax on funds established with 
the blessing of the Treasury Department as exempt from taxation prior to the 
time of receipt by the employees as retirement income. 

We respectfully suggest that consideration be given in your hearings to ex- 
empting from Federal income taxation that part of the assets of the mutual in- 
surance companies and the investment income thereon attributable to pension 
funds established on account of a qualified pension plan. 

We respectfully request that this letter be made part of the minutes of your 
hearings. 

Yours truly, 
R. M. Cox. 


THE LAWRENCE DAILy JOURNAL-WORLD, 
Lawrence, Kans., November 20, 1958. 


Re: Subcommittee hearings on internal revenue taxation of life insurance 
companies. 


Hon. Wrisur D. MIs, 
House of Representatives, 
New House Office Building, Washington, D. C. 


Sm: Our company recently placed in effect an insured retirement income plan 
for the benefit of its employees with a mutual insurance company. The provi- 
sions of this plan were devised to meet the Treasury Department requirements 
of a qualified pension plan. 

It is our understanding that costs to provide pension benefits will be increased 
directly by whatever amounts the insurance company pays in taxes, This, In 
effect, creates a situation of an indirect tax on funds established with the ap- 
proval of the Treasury Department as exempt from taxation prior to the time 
of receipt by the employee as retirement income. 
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We respectfully suggest that .consideration be given in your. hearings to 
exempting from Federal income taxation that part of the assets of the mutual 
insurance companies and the investment income thereon attributable to pension 
funds established for a qualified pension plan, 

Very truly yours, 
DoLtPH SIMONS. 


THe LANKENAU HOSPITAL, 


Philadelphia, Pa., November 21, 1958. 
Hon. WiLsur D. MIL1s, 


Chairman, Subcommittee of Internal Revenue Taazation, Committee on 
Ways and Means, New House Office Building, Washington, D. C. 


Deak Mr. CHAIRMAN: We understand that your Subcommittee on Internal 
Revenue Taxation will conduct public hearings on the subject of taxation of 
life insurance companies, 

This subject is of interest to us, since we have in effect a pension plan which 
is underwritten by a life insurance company, and it is our understanding that the 
investment income credited with respect to our funds under this plan are subject 
to Pederal income taxes under the present method of taxing life insurance com- 
panies. The Internal Revenue Service has issued to us a ruling to the effect that 
our plan qualifies under the appropriate sections of the Internal Revenue Code, 
Accordingly, if our plan were funded through a trust instead of with an insurance 
company, the investment income on the funds would not be taxable under the 
Federal Internal Revenue Code. 

At the t:me we adopted our pension plan we had reviewed the methods of fund- 
ing the plan, including the self-administered trusteed method. It was decided 
that we fund our plan with an insurance company because we were reluctant to 
assume the risks and responsibilities of the trusteed approach because the number 
of our employees was insufficient to expect our experience to closely follow the 
actuarial assumptions necessary in valuing the plan. Further, we were inter- 
ested in the valuable guaranties to our employees which can only be furnished 
through an insured plan. It seems inconsistent to us that because of our size 
it becomes necessary to use the insured approach and thereby we must suffer 
the consequences of Federal income taxes. 

We recognize that the cost of our pension plan is affected by the amount of 
investment income which is earned on the funds we deposit under that plan. 
Accordingly, it is to our advantage that this investment income be as high as 
possible in order that our future costs may be reduced. We understand from 
our insurer that because of the Federal income taxes the investment-income credit 
with respect to our funds is approximately three-tenths of 1 percent less than 
would be credited were there no Federal income taxes. We further understand 
that the effect over a period of years of this lost investment income is to increase 
the cost of our plan by approximately 15 percent. It is for this reason that we 
feel that the tax is discriminatory and feel that we should be given the same con- 
sideration as organizations which have trusteed plans. Accordingly, it would 
see that any Federal income taxes levied against life insurance companies 
should not be applied with respect to funds held under qualified pension plans, 

It is requested that this letter be recorded in the records of your hearing. 

Sincerely, 
R. F. Hosrorp, Director. 


CERTIFIED GROCERS OF CALIFORNIA, LTD., 
Los Augeles, Calif., November 20, 1958. 
Hon. Wilbur D. Mitts, 
Chairman, Subcommittee on Internal Revenue Tacation, 
House Committee on Ways and Means, 
House Office Building, Washington, D. C. 

Deak Sik: It is our understanding that your subcommittee opened hearings on 
November 17 relative to the taxation of life insurance companies. We are most 
interested in your committee proceedings inasmuch as we have had a qualified 
insured group annuity program in effect since March 1, 1957. 

Under our insured program, our insurance carrier has to pay an investment 
tax on the earnings of the funds which it invests to provide our annuity benefits, 
This tax is not levied on the investment earnings of trusteed programs, and we 
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feel this is most discriminatory since it raises our pension costs in comparison 
with those of trusteed plans where no tax is levied. We do not feel that we want 
to adopt a trusteed plan since we do not want to assume the risks inherent in this 
type of approach and take away the valuable guaranties which our employees 
now have. 

We urge that this tax be eliminated from life insurance company pension 
funds inasmuch as it is discriminatory against small businesses such as ours 
who do not wish to assume the risks of a trusted plan. Will you please make this 
letter a part of the official record of your committee hearings. 

Very truly yours, 
R. H. Price, Treasurer-Controller. 


The Cuamman. The committee will adjourn until 10 o’clock in the 
morning when it will meet in executive session. 

(Whereupon, at 4:35 p. m., Thursday, November 20, 1958, the com- 
mittee adjourned until 10 a. m., Friday, November 21, 1958, in execu- 
tive session. ) 
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